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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended
to provide auditors of financial statements of health care organi
zations with an overview of recent economic, industry, regula
tory, and professional developments that m ay affect the audits
they perform.
This publication is an Other A uditing Publication as defined in
AU section 150, Generally A ccepted Auditing Standards (AICPA,
Professional Standards, vol. 1). Other Auditing Publications have
no authoritative status; however, they may help the auditor un
derstand and apply Statements on Auditing Standards (SASs).
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circum
stances of his or her audit. The auditing guidance in this docu
m ent has been reviewed by the AICPA A udit and Attest
Standards staff and published by the AICPA and is presumed to
be appropriate. This document has not been approved, disap
proved, or otherwise acted on by a senior technical committee of
the AICPA.
Maryann Kasica, CPA

Technical M anager
A ccounting and Auditing Publications

Copyright © 2006 by
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Health Care Industry Developments— 2006
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your health
care industry audits. The knowledge delivered by this Alert assists
you in achieving a more robust understanding of the business and
economic environment in which your clients operate. This Alert
is an important tool in helping you identify the significant risks
that m ay result in the material misstatement of your client’s fi
nancial statements. Moreover, this A lert delivers inform ation
about emerging practice issues, and information about current
accounting, auditing, and regulatory developments.
If you understand what is happening in the health care industry,
and you can interpret and add value to that information, you will
be able to offer valuable service and advice to your clients. This
Alert assists you in making considerable strides in gaining that in
dustry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2005/06 (product no. 022336kk). You
should refer to the full text of the accounting and auditing pro
nouncements as well as the full text of any rules or publications
that are discussed in this Alert. The AICPA also publishes indus
try-specific audit risk alerts listed in the following that m ay be
helpful to auditors in the health care industry:
•

G overnm ent A uditing Standards an d Circular A-133 Au
dits—2005 (product no. 022454kk)

• N ot-for-Profit Organizations Industry Developments—2005
(product no. 022425kk)
•

State and Local Governmental Developments—2005 (prod
uct no. 022435kk)
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Certain developments included in this Alert are also discussed in
those Alerts. This Alert m ay refer you to those Alerts for addi
tional information.
Help Desk—AICPA Audit Risk Alerts can be obtained by calling
the AICPA at (888) 777-7077 or going online at www.cpa2biz.com.
Top audit risk alerts are now available as individual subscrip
tions in AICPA RESOURCE. See the “On the Horizon” sec
tion of this Alert for more information.
W hen referring to the professional standards, this Alert cites the
applicable sections of the codification and not the numbered
statements, as appropriate. For example, Statement on Auditing
Standards (SAS) No. 54, Illegal Acts by Clients , is referred to as
AU section 317 of the AICPA Professional Standards.
Help Desk—References in this Alert to the Audit and Ac
counting Guide Health Care Organizations are to the May 1,
2005, edition of that Guide.

Economic and Industry Developments
AU section 311 (AICPA, Professional Standards , vol. 1; and for
audits conducted in accordance with Public Company Account
ing Oversight Board [PCAOB] standards: AICPA, PCAOB Stan
dards and Related Rules), provides guidance for auditors regarding
the specific procedures that should be considered in planning an
audit. AU section 311 states that the auditor should obtain a
knowledge of matters that relate to the nature of the entity’s busi
ness, its organization, and its operating characteristics, and con
sider matters affecting the industry in which the entity operates,
including, among other matters, economic conditions as they re
late to the specific audit.
The AICPA general Audit Risk Alert—2005/06 discusses the cur
rent business and economic developments listed below, along
with risks and issues, and some of the audit considerations, asso
ciated w ith those developments. That Alert generally discusses
developments of broad interest to auditors. You will need to iden
tify those developments that could have im plications for your
health care client audits:
2

•

Rising interest rates, rising energy costs, rising debt levels,
and a softening housing boom

•

Risks to developing economies

•

Hurricanes Katrina and R ita— accounting and auditing
considerations (discussed in this section of the Alert)

• Layoffs and possible risks
•

Outsourcing

•

Raising capital through the equity and credit markets

•

Underfunded pension plans and aggressive assumptions in
pension plan accounting

• Mergers and acquisitions heating up
• Attacks on company information systems and internal control
•

Hedge funds and buyout funds risk

•

Recent accounting frauds and errors

• New bankruptcy law’s effect on small businesses

Hurricanes Katrina and Rita
The general Audit Risk Alert 2005/06 discusses accounting and
auditing considerations for auditors whose clients were affected
by the hurricanes or other natural disasters, including Questions
and Answers (Q&As), commonly referred to as Technical Prac
tice Aids (TPAs), that were recently issued by the AICPA in re
sponse to the hurricanes. Those TPAs are included in the list of
pronouncements in the “New Pronouncements and Other Guid
ance” section of this Alert.
If your clients were affected by the hurricanes, consider whether
the hurricane’s effects present auditing or accounting considera
tions in addition to those discussed in other sections of this
Alert, when auditing patient receivables and revenues, charity
care, debt compliance, or the accounting guidance for asset re
tirement obligations.
3

The general Audit Risk Alert 2005/06 also discusses regulatory ac
tivities related to the hurricanes. Some additional regulatory de
velopments for health care organizations follow.
Government Auditing Standards
The Comptroller General of the United States issued temporary
exemptions, in December 2005, from certain provisions of the
2003 revision of Government Audit Standards (GAS, also known as
the Yellow Book), issued by the Government Accountability Office
(GAO) for audit organizations and auditors affected by Hurricanes
Katrina and Rita, including temporary exemption from certain in
dependence standards, peer review requirements, and continuing
professional education (CPE) requirements. Additional guidance
was issued for auditors for the following situations:
• An audited entity’s program and financial records or sup
porting documentation were destroyed.
• Audit documentation was lost or destroyed before report
issuance.
Visit the GAO Web site at www.gao.gov for further information.
Centers for Medicare and Medicaid Services
The Centers for M edicare and M edicaid Services (C M S) pro
vided relief to health care providers unable to comply with pro
gram requirements, including, in specified circumstances, billing
flexibility, waiver of normal prior authorization and out-of-net
work requirements, waiver of certain Health Insurance Portabil
ity and Accountability Act of 1996 (HIPAA) requirements, and
relief for hospital emergency rooms from liab ility under the
Emergency Medical Treatment and Labor Act (EMTALA). Visit
the CM S Web site at www.cms.hhs.gov for further information.
The CM S Web site has a section with up to date information re
garding natural disasters, extreme weather, and emergencies for
providers and Medicare and Medicaid program participants.

Sarbanes-Oxley Act and Not-for-Profit Health Care Organizations
Not-for-profit health care organizations generally would not be
issuers subject to the provisions of the Sarbanes-O xley Act of
4

2002 (Sarbanes-Oxley). However, there has been a cascade effect
on not-for-profit organizations. Public company governance re
forms are continuing to permeate the not-for-profit sector. Some
not-for-profit organizations are adopting provisions that they be
lieve are best practices that will improve the organizations gover
nance. Some are considering adopting such public com pany
governance reforms as the CEO/CFO certification of financial
statements, increased disclosures, increased role of the audit com
mittee, and code of conduct rules for CFOs and other senior fi
nancial officers, which are the least costly of the reforms. Some
are also considering im plem enting increased audit committee
oversight of auditors, restrictions on executive compensation, and
establishment of independent directors, independent director ap
proval of related party transactions, and the establishm ent of
fraud/misconduct procedures.
Since the issuance of Sarbanes-Oxley, several states’ legislators,
regulators, and other elected or appointed officials have sought to
duplicate or extend its provisions to nonpublic companies and
their auditors on the state level.
Help Desk—To obtain an overview of accounting reform
state legislative activity, go to the AICPA Web site at
www.aicpa.org/statelegis/index.asp. If you are an issuer subject
to the provisions of Sarbanes-Oxley, you can get information
about some of the recent Securities and Exchange Commission
(SEC) activities to implement Sarbanes-Oxley in the SEC and
PCAOB Alert—2005/06 (product no. 022496kk). Also, see
the discussion “Government Auditing Standards Developments
and Circular A-133 Audits” in this Alert for information about
recent GAO developments providing guidance for issuers that
are subject to GAS.

Technology
A robot in a lab coat that can be driven around a hospital, en
abling doctors to see and speak with patients by video, is just one
recently reported example of how some hospitals now use tech
nology. Your health care industry clients may be expanding their
investment in technology in ways that may have received less at
tention, to achieve objectives that can include greater staff effi5

ciency and productivity, improvements to patient care quality
and safety, compliance with regulatory requirements, facility and
equipment modernization, and information processing and shar
ing. Other uses of technology by health care organizations in
clude electronic medical records, computerized physician order
entry, and electronic procurement systems. Health care organiza
tions are also entering into remote hosting agreements with ven
dors. The U .S. D epartm ent of H ealth and H um an Services
(HHS) continues to announce efforts to promote the use of in
formation technology in health care, including initiatives to pro
mote creation of electronic health records for Americans.
As you plan your audits, consider in particular the effects of in
formation technology (IT) on internal control, and your ability
to obtain sufficient competent evidential matter to provide a rea
sonable basis for forming an opinion. Auditors should consider
the guidance in AU section 319, Consideration o f Internal Control
in a F inancial Statement Audit (AICPA, Professional Standards,
vol. 1; and for audits conducted in accordance w ith PCAOB
standards: AICPA, PCAOB Standards and Related Rules), as
amended, regarding the effect of information technology on in
ternal control. AU section 326, Evidential M atter (AICPA, Profes
sional Standards, vol. 1; and for audits conducted in accordance
with PCAOB standards: AICPA, PCAOB Standards and Related
Rules), provides guidance for auditors of entities that process and
maintain transactions electronically.
Auditors may find their health care organization clients are using
off-balance sheet financing arrangements, such as operating leases,
to finance their information technology equipment acquisitions.
Auditors should determine that the accounting guidance in Finan
cial Accounting Standards Board (FASB) Statement of Financial
Accounting Standards No. 13, Accounting fo r Leases, as amended
and interpreted, for classification of leases as operating leases, cap
ital leases, or sale-type leases, is being followed. FASB Statement
No. 13, paragraph 1, states that a lease is an agreement conveying
the right to use property, plant, and equipment (land and/or other
depreciable assets), usually for a stated period of time. Emerging
Issues Task Force (EITF) Issue No. 01-8, Determining Whether an
6

Arrangement Contains a Lease, provides guidance on how to deter
mine whether an arrangement contains a lease that is within the
scope of FASB Statement No. 13. Governmental health care enti
ties should also consider the guidance in Governmental Account
ing Standards Board (GASB) Statement No. 13, A ccounting fo r

Operating Leases with Scheduled Rent Increases.
Auditors of nongovernmental entities should consider the guid
ance in SOP 98-1, A ccounting fo r the Costs o f Computer Software
D eveloped or O btained fo r Internal Use, on accounting for the
costs of computer software developed or obtained for internal
use, and for determining whether the costs of computer software
developed for internal use are capitalizable.

Complex Financing Structures and Access to Capital
Health care organizations are dependent on external sources of
funds to satisfy their capital needs. M any health care organiza
tions finance acquisitions, additions, and renovations with long
term debt. Health care organizations m ay have more complex
structures that use swaps, or other derivative instruments, to meet
their financing objectives, such as changing their liabilities from
fixed-rate borrowings to variable rate borrowings, or vice versa.
Auditors should determine that the method specified by generally
accepted accounting principles (GAAP) to determine the value of
derivatives is being followed. W hen auditing derivatives, auditors
should follow the guidance in AU section 332, Auditing Deriva

tive Instruments, H edging Activities, and Investments in Securities
(AICPA, Professional Standards, vol. 1; and for audits conducted
in accordance w ith PCAOB standards: AICPA, PCAOB Stan
dards and Related Rules). In addition, auditors should follow the
guidance in the AICPA Audit Guide Auditing D erivative Instru
ments, H edging Activities, and Investments in Securities.
A number of health care organizations are entering into build-tosuit transactions. Auditors should consider the guidance in EITF
Issue No. 97-10, The Effect o f Lessee Involvem ent in Asset Con
struction. EITF Issue No. 97-10 is not lim ited to build-to-suit
real estate projects, but applies to all asset construction projects
with lessee involvement.
7

As discussed in EITF Issue No. 97-10, if the health care organiza
tion is a lessee and has substantially all of the construction period
risks, then the lessee is considered the owner of the asset during the
construction period. The transaction is effectively a sale and lease
back of assets and the transaction and within the scope of FASB
Statement No. 98, Accounting fo r Leases: Sale-Leaseback Transactions

Involving Real Estate: Sales-Type Leases o f Real Estate; Definition o f
Lease Term; and Initial Direct Costs o f Direct Financing Leases. Eval
uation of whether the lessee has substantially all of the construc
tion period risks is based on a test sim ilar to the 90 percent
recovery-of-investment test described in FASB Statement No. 13.
Auditors of health care organizations should be alert for conditions
and factors, such as more stringent bond insurer requirements, or
cash flow constraints due to third-party payor insolvency, partic
ularly if a payor provides a significant portion of the organiza
tion’s revenues, that may indicate that their client may be unable
to meet obligations under borrowing arrangements or that may
place constraints on the entity’s ability to access the markets for
needed capital.
Bond rating organizations monitor the health care industry and
provide outlook reports for the health care sector. Market outlook
reports that monitor the health care industry can provide useful in
formation about emerging industry issues and trends that auditors
can use to obtain an understanding of current client operations
and to assess areas such as going-concern and debt covenants.

Changes to Risk Profiles in Provider Contracts
The negotiated contracts between health care systems and man
aged care companies can be complex and could be changing the
historical risk profiles in those contracts. Auditors should con
sider the effect of any changes, either to full risk, away from full
risk, or new payment methodologies on fee-for-service, on the fi
nancial statements when auditing their health care industry
clients, and consider the need to perform additional auditing
procedures, including a careful review of the contract terms.
These contracts can increase the difficulty in properly estimating
and accounting for revenue under these arrangements.
8

Costs of Providing Health Care Services
Governments and private employer providers of health care in
surance continue to focus on the costs of health care. A number
of employers announced reductions or eliminations of health care
coverage to employees or retirees. There are government- and pri
vate-sector initiatives to promote consumer-directed health care
and expand use of health savings accounts.
Uninsured patient charges, billings, and collections have been in
the spotlight in recent years. Your health care organization clients
may be continuing to evaluate their policies and procedures for
providing patient care for the uninsured.

New Pronouncements and Other Guidance
As necessary, auditors should obtain and understand the complete
text of the applicable standards and other guidance discussed. You
should visit the applicable Web site for complete information.

Recent Auditing and Attestation Pronouncements and
Related Guidance
Presented below is a list of auditing, attestation, and related
guidance issued since the writing of last year’s A lert.1The AICPA
general Audit Risk Alert—2005/06 (product no. 022336kk), pre
sents brief information about selected guidance listed. Brief in
formation about the guidance in an auditing interpretation of
AU section 328 , A uditing Fair Value M easurements and Disclo
sures (AICPA, Professional Standards, vol. 1), and an Auditing In
terpretation of AU section 332, A uditing D erivative Instruments,
H edging Activities, and Investments in Securities (AICPA, Profes
sional Standards, vol. 1), is presented in this Alert. For informa
tion on auditing and attestation standards, q uality control
standards, and related guidance that may have been issued subse
quent to the w riting of this Alert, please refer to the AICPA Web
site at www.aicpa.org/members/div/auditstd/technic.htm and the
1. The list o f standards and other guidance in this section o f the Alert includes guid
ance that may not apply to health care organizations.
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PCAOB Web site at www.pcaobus.org (applicable to audits con
ducted in accordance with PCAOB Standards).
You m ay also look for announcem ents o f new ly issued stan
dards in the CPA Letter, Jo u rn a l o f A ccountancy, and the quar
te rly electro n ic new sletter, In O ur O pinion, issued b y the
A IC PA ’s A udit and Attest Standards Team and available at
www.aicpa.org/members/div/auditstd/opinion/index.htm.
AICPA Auditing
Interpretation No. 1 of
AU section 328, Auditing
Fair Value Measurements
an d Disclosures
AICPA Auditing
Interpretation No. 1 of
AU section 332, Auditing
D erivative Instruments,
H edging Activities, and
Investments in Securities
AICPA Auditing
Interpretation No. 1 of
AU section 625, Reports
on the Application o f
Accounting Principles
AICPA Auditing
Interpretation No. 12 of
AU section 623,
Special Reports
(amended)
AICPA Auditing
Interpretation No. 14 of
AU section 623
(amended)

AICPA Auditing
Interpretation No. 15 of
AU section 623

“Auditing Interests in Trusts Held by a Third-Party
Trustee and Reported at Fair Value”
(Applicable to audits conducted in accordance
with generally accepted auditing standards [GAAS])
“Auditing Investments in Securities Where a Readily
Determinable Fair Value Does Not Exist”
(Applicable to audits conducted in accordance
with GAAS)

“Requirement to Consult With the Continuing
Accountant”
(Applicable to audits conducted in accordance
with GAAS)
“Evaluation of the Appropriateness of Informative
Disclosures in Insurance Enterprises’ Financial
Statements Prepared on a Statutory Basis”
(Applicable to audits conducted in accordance
with GAAS)
“Evaluating the Adequacy of Disclosure and
Presentation in Financial Statements Prepared in
Conformity With an Other Comprehensive Basis
of Accounting (OCBOA)”
(Applicable to audits conducted in accordance
with GAAS)
“Auditor Reports on Regulatory Accounting or Presentation
When the Regulated Entity Distributes the Financial
Statements to Parties Other Than the Regulatory
Agency Either Voluntarily or Upon Specific Request”
(Applicable to audits conducted in accordance
with GAAS)
See the “Government Auditing Standards Developments
and Circular A-133 Audits” section of this Alert for
more information about this Auditing Interpretation.
10

AICPA Attest
Interpretation No. 6 of
AT section 101,
Attest Engagements,

“Reporting on Attestation Engagements Performed
in Accordance with Government Auditing Standards”
(Applicable to audits conducted in accordance
with GAAS)
See the “Government Auditing Standards Developments
and Circular A-133 Audits” section of this Alert for
more information about this Auditing Interpretation.
AICPA Technical
“Consideration of Impact of Losses From Natural
Practice Aid
Disasters Occurring Af ter Completion of Audit
Field Work and Signing of the Auditor’s Report But
(TPA) 9070.05
Before Issuance of the Auditor’s Report and Related
(nonauthoritative)
Financial Statements”
AICPA TPA 8345.01
“Audit Considerations When Client Evidence and
(nonauthoritative)
Corroborating Evidence in Support of the Financial
Statements Has Been Destroyed by Fire, Flood, or
Natural Disaster”
AICPA TPA 8345.02
“Considerations When Audit Documentation Has
(nonauthoritative)
Been Destroyed by Fire, Flood, or Natural Disaster”
AICPA Practice Alert 2005-1 Auditing Procedures With Respect to Variable
(nonauthoritative)
Interest Entities
PCAOB Staff Questions Auditing Internal Control over Financial Reporting
and Answers
(The PCAOB has issued two sets of questions and
answers in 2005 relating to the issuance of PCAOB
No. 2, An Audit o f Internal Control Over Financial
Reporting Perform ed in Conjunction With an Audit o f
Financial Statements: question 37 and questions 38
through 55.)
(Applicable to audits conducted in accordance with
PCAOB Standards)
PCAOB Staff Questions
Attest Engagements Regarding XBRL Financial
and Answers
Information Furnished Under the XBRL Voluntary
Financial Reporting Program on the Edgar System
(Applicable to audits conducted in accordance with
PCAOB Standards)
AICPA Audit and
The Auditor’s Guide to Understanding PCAOB
Accounting Practice Aid
Auditing Standard No. 2
(nonauthoritative)
AICPA Audit and
SAS No. 70 Reports an d Employee Benefit Plans
Accounting Practice Aid
(nonauthoritative)
AICPA Audit and
Illustrative Disclosures on Derivative Loan Commitments
Accounting Practice Aid
(nonauthoritative)
(continued)
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AICPA Audit and
Accounting Practice Aid
(nonauthoritative)
Accounting Trends
and Techniques
(nonauthoritative)
Accounting Trends
and Techniques
(nonauthoritative)
Guidance on
Management Override
of Internal Controls
(nonauthoritative)
AICPA Toolkit
(nonauthoritative)

AICPA Toolkit
(nonauthoritative)

Statutory Framework
(nonauthoritative)

Auditing Recipients o f Federal Awards: Practical
Guidance fo r Applying OMB Circular A-133 (third edition)
See the “Resource Central” section of this Alert for
more information about this publication.
Employee Benefit Plans

Not-for-Profit Organizations

M anagement Override o f Internal Controls: The
Achilles’ Heel o f Fraud Prevention— The Audit
Committee an d Oversight o f Financial Reporting
The AICPA Audit Committee Toolkit: Not-for-Profit
Organizations
See the “Resource Central” section of this Alert for
more information about this toolkit.
The AICPA Audit Committee Toolkit: Government
Organizations
See the “Resource Central” section of this Alert for
more information about this toolkit.
A Statutory Framework fo r Reporting Significant
Deficiencies in Internal Control to Insurance Regulators

Since the writing of the general Audit Risk Alert—2005/06, the
SEC has approved PCAOB Auditing Standard No. 4, Reporting

on Whether a Previously Reported M aterial Weakness Continues to
Exist, and the AICPA A uditing Standards Board (ASB) issued
SASs applicable to audits of nonissuers and a Statement on Stan
dards for Attestation Engagements (SSAE) applicable to attesta
tion engagements performed for nonissuers. Brief descriptions of
those ASB-issued pronouncements follow:
•

SAS No. 102, D efining Professional Requirements in State
m ents on A uditing Standards (AICPA, Professional Stan
dards, vol. 1, AU sec. 120), and SSAE No. 13, D efining

Professional Requirements in Statements on Standards fo r At
testation Engagements (AICPA, Professional Standards, vol.
1, AT sec. 20), define the terminology the ASB will use to
describe the degrees of responsibility that the professional
requirements impose on the auditor or the practitioner.
SAS No. 102 and SSAE No. 13 apply to existing SASs and
12

SSAEs, and are not intended to apply to interpretive guid
ance issued by the ASB. SAS No. 102 and SSAE No. 13
define two categories of professional requirements, uncon
ditional requirements and presum ptively mandatory require
ments. U nconditional requirements are indicated by the
words must or is required. Presumptively m andatory re
quirements are indicated by the word should. SAS No. 102
also amends AU section 150, Generally A ccepted Auditing
Standards (AICPA, Professional Standards, vol. 1), to re
quire working paper documentation of auditor justifica
tion for a departure from a presum ptively m andatory
requirement. SAS No. 102 and SSAE No. 13 are effective
upon issuance (December 2005).
•

SAS No. 103, Audit D ocumentation (AICPA, Professional
Standards, vol. 1, AU sec. 339), establishes standards and
provides guidance for audit documentation. Among other
matters, SAS No. 103 requires the auditor to prepare audit
documentation in sufficient detail to provide an experi
enced auditor w ith no previous connection to the audit
with a clear understanding of the work performed, audit
evidence obtained and its source, and conclusions reached.
SAS No. 103 specifies a minimum file retention period of
five years from the report release date. SAS No. 103
amends AU section 530, D ating o f the Independent Audi
tors Report (AICPA, Professional Standards, vol. 1), to re
quire that the auditor’s report not be dated earlier than the
date on which the auditor obtained sufficient and appro
priate evidence to support the financial statement opinion.
SAS No. 103 supersedes SAS No. 96, Audit D ocum enta
tion, and is effective for periods ending on or after Decem
ber 15, 2006, with early application permitted.

•

In March 2006, the ASB issued eight SASs that provide ex
tensive guidance concerning the auditor’s assessment of the
risks of material misstatement in a financial statement audit,
and the design and performance of audit procedures whose
nature, timing, and extent are responsive to the assessed risks.
Additionally, the SASs establish standards and provide guid13

ance on planning and supervision, the nature of audit evi
dence, and evaluating whether the audit evidence obtained
affords a reasonable basis for an opinion regarding the finan
cial statements under audit. The SASs emphasize the linkage
between understanding the entity, assessing risks, and the de
sign of further audit procedures. The SASs introduce the
concept of risk assessment procedures, which are deemed
necessary to provide a basis for assessing the risk of material
misstatement. Risk assessment procedures along with further
audit procedures, which consist of tests of controls and sub
stantive tests, provide the audit evidence to support the audi
tor’s opinion of the financial statements. According to the
SASs, the auditor should perform risk assessment procedures
to gather information and gain an understanding of the en
tity and its environment; including its internal controls, these
procedures include inquiries, analytical procedures, and in
spection and observation. Assessed risks and the basis for
those assessments should be documented; therefore, auditors
may no longer default to maximum control risk for an en
tity’s risk assessment without documenting the basis for that
assessment. The SASs also require auditors to consider and
document how the risk assessment at the financial statement
level affects individual financial statement assertions, so that
auditors may tailor the nature, timing, and extent of their
audit procedures to be responsive to their risk assessment. It
is anticipated that generic audit programs will not be appro
priate for all audit engagements, as risks vary between enti
ties. The SASs are effective for audits of financial statements
for periods beginning on or after December 15, 2006; earlier
application is permitted. In most cases, implementation of
the SASs will result in an overall increased work effort by the
audit team, particularly in the year of implementation. It also
is anticipated that to implement the SASs appropriately,
many firms will have to make significant revisions to their
audit methodologies and train their personnel accordingly.
The following table lists the eight SASs, and their effect on
existing standards.
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Statem ent on A uditin g Stan d ard

SAS No. 104, Amendment to
Statement on Auditing Standards
No. 1, Codification of Auditing
Standards and Procedures
( “Due Professional Care in the
Performance o f Work”)
SAS No. 105, Amendment to
Statement on Auditing Standards
No. 95, Generally Accepted
Auditing Standards
SAS No. 106, Audit Evidence

Effect on E xisting Standards

Amends SAS No. 1, Due Professional Care in the
Performance o f Work (AICPA, Professional
Standards, vol. 1, AU sec. 230)

Amends SAS No. 95, Generally Accepted
Auditing Standards (AICPA, Professional
Standards, vol. 1, AU sec. 150)

Supersedes SAS No. 31, Evidential M atter
(AICPA, Professional Standards, vol. 1, AU sec. 326)
SAS No. 107, Audit Risk and
Supersedes SAS No. 47, Audit Risk and
Materiality in Conducting
M ateriality in Conducting an Audit (AICPA,
an Audit
Professional Standards, vol. 1, AU sec. 312)
SAS No. 108, Planning and
Supersedes SAS No. 1, Appointment o f the
Supervision
Independent Auditor (AICPA, Professional
Standards, vol. 1, AU sec. 310); and supersedes
SAS No. 22, Planning and Supervision (AICPA,
Professional Standards, vol. 1, AU sec. 311)
SAS No. 109, Understanding the Supersedes SAS No. 55, Consideration o f
Entity and Its Environment and Internal Control in a Financial Statement Audit
Assessing the Risks o f M aterial
(AICPA, Professional Standards, vol. 1, AU sec. 319)
M isstatement
SAS No. 110, Performing Audit Supersedes SAS No. 45, Substantive Tests Prior
Procedures in Response to Assessed to the Balance-Sheet Date (AICPA, Professional
Risks an d Evaluating the Audit
Standards, vol. 1, AU sec. 313); and together
with Statement on Auditing Standards No. 109,
Evidence Obtained
supersedes SAS No. 55, Consideration o f Internal
Control in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1, AU sec. 319)
SAS No. 111, Amendment to
SAS No. 39, Audit Sampling (AICPA,
Statement on Auditing Standards Professional Standards, vol. 1, AU sec. 350)
No. 39, Audit Sampling

Auditing Standards Available on AICPA and
PCAOB Web Sites
The standards and interpretations promulgated by the ASB as of
June 1, 2005 are available free of charge by visiting the AICPA
Audit and Attest Standards Team’s page on the AICPA Web site at
www.aicpa.org. Members and nonmembers alike can download
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the auditing, attestation, and quality control standards by choos
ing a section of the codification. The AICPA plans to update the
Web site for new standards annually as of June 1. You can also ob
tain copies of AICPA standards and other guidance by contacting
the AICPA at (888) 777-7077 or online at www.cpa2biz.com.
Help Desk—See the AICPA publication AICPA Professional
Standards (product no. 005105kk) for AICPA professional stan
dards applicable to nonpublic companies. PCAOB Standards
and Related Rules, (product no. 057199kk), developed by the
AICPA, offers a comprehensive source of PCAOB standards.
The PCAOB has published its interim standards for audits con
ducted in accordance w ith PCAOB Standards on its Web site
(www.pcaobus.org).
Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB
Developments—2005/06 (product no. 022496kk) for a thor
ough discussion of recent PCAOB developments, including an
update on new PCAOB pronouncements and other issuances.
Auditing Interpretations for Interests in Trusts
and Investments
A u d itin g Interests in Trusts H eld by a T hird-Party Trustee an d
Reported a t F air Value. The Interpretation o f AU section 328
provides guidance when the auditor determines auditing proce
dures should include verifying the existence and testing the mea
surem ent of investments held by a trust (for example, when
auditing beneficial interests reported at fair value, pursuant to
paragraph 15 of FASB Statement No. 136, Transfers o f Assets to a
N ot-for-Profit O rganization or C haritable Trust That Raises or
Holds Contributions for Others). The Interpretation includes guid
ance regarding the adequacy of audit evidence in confirmations
received from trustees, with respect to the existence assertion and
requirements for auditing fair value measurements, in accordance
with AU section 328.
A uditing Investments in Securities Where a R eadily D eterm inable
F air Value Does Not Exist. The Interpretation of AU section 332
provides guidance regarding the adequacy of audit evidence, with
respect to the existence and valuation assertions in AU section 332
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in confirmations received from third parties, where a readily de
terminable fair value does not exist, and the auditor determines
auditing procedures should include verifying the existence and
testing the measurement of the investments. For example, an en
tity may have an investment in a hedge fund that is reported at
fair value, but for which a readily determinable fair value does not
exist. Further, the hedge fund may own interests in investments in
limited partnership interests or other private equity securities for
which a readily determinable fair value does not exist. As part of
the auditor’s procedures in accordance with AU section 332, an
auditor typically would satisfy the existence assertion through ei
ther confirmation with the hedge fund, examination of legal doc
uments, or other means. In confirming existence, the auditor may
request the hedge fund to indicate or confirm the fair value of the
entity’s investment in the hedge fund, including the fair value of
investments held by the hedge fund. In some circumstances, the
hedge fund will not provide detailed information about the basis
and method for measuring the entity’s investment in the hedge
fund, nor w ill they provide inform ation about specific invest
ments held by the hedge fund. The Auditing Interpretation illus
trates examples of information auditors m ay receive in a third
party confirmation (in the aggregate or on a security-by-security
basis), and provides interpretative guidance for auditors about the
adequacy of audit evidence provided in those examples.

Recent Independence and Ethics Pronouncements
Auditors should be aware of independence and ethics matters
that affect their practice. See the AICPA Independence and Ethics
Alert—2005/06 (product no. 022476kk) for a thorough discus
sion of recent developments and key issues in the area of inde
pendence and ethics, including an update on new independence
and ethics pronouncements. Since the writing of that Alert, the
AICPA Professional Ethics Executive Com mittee adopted two
new ethics rulings:
• Ethics Ruling No. 113, Acceptance or Offering o f Gifts or En
tertainment, under Rule 102, Integrity and O bjectivity
(AICPA, Professional Standards, vol. 2, ET sec. 191.226-.227)
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• Ethics Ruling No. 114, Acceptance or O ffering o f Gifts and
Entertainment to or From an Attest Client, under Rule 101,
Independence (AICPA, Professional Standards, vol. 2, ET
sec. 191.228-.229)
The Professional Ethics Executive Committee also deleted Ethics
Ruling No. 1, Acceptance o f a Gift, under Rule 101 (AICPA, Pro
fessional Standards, vol. 2, ET sec. 191.001-.002). Those new and
deleted ethics rulings can be found on the AICPA Web site at
www.aicpa.org/download/ethics/Gifts_and_Entertainment_Rulings.pdf.
They were published in the January 2006 Journal o f Accountancy,
which would make them effective January 31, 2006.
In November 2005, the PCAOB adopted amendments to ethics
and independence rules adopted July 26, 2005, concerning inde
pendence, tax services, and contingent fees. The rules, as
amended, are subject to SEC approval. The PCAOB adjusted the
implementation schedule for certain rules on March 28, 2006.
For updated information about independence and ethics devel
opments, please refer to the AICPA Web site at www.aicpa.org
and the PCAOB Web site at www.pcaobus.org.

Government Auditing Standards Developments and
Circular A-133 Audits
If you perform audits under GAS or Office of M anagement and
Budget (OMB) Circular A-133, Audits o f States, Local Govern
ments, a n d N on-Profit Organizations (Circular A -133), you can
find an overview of recent industry, regulatory, and professional
developments for auditors of entities receiving federal awards in
the Alert G overnm ent A uditing Standards a n d C ircular A-133
Audits— 2005 (product no. 022454kk). In preparing the Gov

ernm en t A uditing Standards a n d Circular A-133 Audits—2005
Alert, it was assumed that readers have some basic knowledge
about audits perform ed under the Single A udit Act A m end
ments of 1996 (the Single Audit Act) (Public Law [P.L.] 1 0 4 156, Ju ly 5, 1996), Circular A-133, and GAS. If you have not
performed one of these audits recently or are new to the area,
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you m ay want to refer to Appendix A, “Overview of Key Com 
ponents of a Single Audit and Related Audit D eficiencies,” of
that Alert, for useful discussions, and to the Audit Guide Gov
ernment Auditing Standards and Circular A-133 Audits (prod
uct no. 012745kk), for more comprehensive guidance.
Brief information about some of the developments discussed in
that Alert are presented below:
• The OMB updated the Circular A-133 Compliance Supple
m ent (Compliance Supplement) in March 2004 and in July
2005. The 2005 Compliance Supplement differs from prior
years’ updates in that the OMB has taken a different ap
proach with the Compliance Supplement that will likely be
more challenging from an auditing perspective. Instead of is
suing a complete 2005 version, the OMB has issued only
new or significantly changed sections of the 2005 Compliance
Supplement that can be found on the OMB Web site, at
www.whitehouse.gov/omb/grants/grants_circulars.htm l.
The updates are also available in hard copy through the
Government Printing Office.
• The OMB has continued with its initiative to streamline
the grants management process. For example, it has revised
its cost principles circulars to make them more consistent.
• The Federal Audit Clearinghouse (FAC) revised the data
collection form that accompanies each C ircular A -133
audit reporting package. It also instituted a procedure for
submitting the reporting package on a CD-ROM.
• The GAO amended the GAS requirements for CPE and
issued updated guidance about those requirem ents. In
April 2005, the GAO issued “Technical Am endment to
the CPE Requirements of the 2003 Revision of Govern
m ent Auditing Standards” and “Guidance on GAGAS Re
quirements for Continuing Professional Education.” The
provisions of those requirem ents are effective for CPE
measurement periods beginning on or after June 30, 2005,
with early application encouraged.
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• The GAO provided guidance to entities that are subject to
audits conducted in accordance with both the standards is
sued by the PCAOB and GAS. In M ay 2005, the GAO
posted an Internet Notice entitled “Guidance on Comply
ing w ith G overnm ent A uditing Standards Reporting Re
quirements for the Report on Internal Control for Audits
of Certain Entities Subject to the Requirements of the Sar
banes-Oxley Act of 2002 and Government Auditing Stan
dards ” at www.gao.gov/govaud/ybk01.htm. The Internet
Notice states that GAS may be used in conjunction with
professional standards issued by other authoritative bodies
such as the PCAOB even though those standards are not
incorporated into GAS.
•

Some nonissuers may choose to have an audit conducted
in accordance w ith both GAAS and PCAOB auditing
standards. Consequently, the AICPA addressed the report
ing for such engagements in Auditing Interpretation No.
18, “Reference to PCAOB Standards in an Audit Report of
a Nonissuer” of AU section 508, Reports on Audited Finan
cial Statements (AICPA, Professional Standards, vol. 1, AU
sec. 9 5 0 8 .8 9 -.9 2).

• A u d itin g Interpretation No. 15, “A uditor Reports on
Regulatory Accounting or Presentation W hen the Regu
lated Entity Distributes the Financial Statements to Par
ties O ther T h an the R egulato ry A gency Either
V olun tarily or Upon Specific R equest” o f AU section
623, Special Reports (AICPA, Professional Standards, vol.
1, AU sec. 9 6 2 3 .9 6 —.98), provides clarification to AU
6 2 3 .0 5 f regarding the appropriate form of the auditor’s
report when the entity plans to distribute its regulatory
financial statements to parties other than the related reg
ulatory agencies, either voluntarily or upon specific re
quest. In that circumstance, the Interpretation states that
the auditor should use the standard form of report m od
ified as appropriate because o f the departures from
GAAP and then in an additional paragraph express an
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opinion on w hether the fin ancial statem ents are pre
sented in conform ity w ith the regulatory basis o f ac
counting. T he Interpretation includes an illu strative
auditor’s report.
• The AICPA received a num ber of inquiries about the
wording of the attestation report when the engagement is
conducted in accordance with both GAS and the AICPA
attestation standards. Attest Interpretation No. 6, “Report
ing on Attestation Engagements Performed in Accordance
W ith Government Auditing Standards” to AT section 101,
Attestation Engagements (AICPA, Professional Standards ,
vol. 2, AT sec. 9101.56—.58), explains how an attestation
report should be m odified when an engagement is con
ducted in accordance with GAS. The Interpretation also
provides an illustrative attestation report.

Recent Accounting Pronouncements and Related Guidance
Presented below is a list o f accounting pronouncem ents and
other guidance issued since the writing of last year’s Alert.2 The
AICPA general A udit Risk Alert — 2005/06 (product no.
022336kk) presents brief information about selected guidance
listed. Expanded discussions about the provisions of FASB State
m ent No. 154, A ccounting Changes a n d Error Corrections , and
FASB Interpretation No. 47, A ccounting fo r Conditional Asset Re
tirem ent Obligations , are presented in this Alert. For information
on accounting standards issued subsequent to the writing of this
Alert, please refer to the AICPA Web site at www.aicpa.org, and
the FASB Web site at www.fasb.org. You m ay also look for an
nouncements of newly issued standards in the CPA Letter and

Journal o f Accountancy.

2. The list o f pronouncements and other guidance in this section o f the Alert includes
guidance that may not apply to health care organizations.
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FASB Statement No. 152 Accounting fo r Real Estate Time-Sharing Transactions
(an amendment of FASB Statements No. 66, Accounting
fo r Sales o f Real Estate, and No. 67, Accounting fo r Costs
and Initial Rental Operations o f Real Estate Projects)
FASB Statement No. 153 Exchanges o f Nonmonetary Assets
(an amendment of Accounting Principles Board [APB]
Opinion No. 29, Accountingfo r Nonmonetary Transactions)
FASB Statement No. 123 Share-Based Payment
(revised 2004)
(a replacement of FASB Statement No. 123,
Accounting fo r Stock-Based Compensation)
FASB Statement No. 154 Accounting Changes and Error Corrections
(a replacement of APB Opinion No. 20, Accounting
Changes, and FASB Statement No. 3 Reporting
Accounting Changes in Interim Financial Statements)
FASB Interpretation
No. 47

Accounting fo r Conditional Asset Retirement Obligations
(an interpretation of FASB Statement No. 143,
Accounting fo r Asset Retirement Obligations)

FASB Emerging Issues
Task Force (EITF) Issues

Go to www.fasb.org/eitf/ for a complete list of
EITF Issues.

FASB FASB Staff
Positions (FSPs)

Go to www.fasb.org/fasb_staff_positions/ for a
complete list of FASB FSPs.

AICPA Statement of
Position (SOP) 05-1

Accounting by Insurance Enterprises fo r D eferred
Acquisition Costs in Connection With M odifications or
Exchanges o f Insurance Contracts

AICPA TPA
1200.06-1200.15
(nonauthoritative)

“Accounting by Noninsurance Enterprises for Property
and Casualty Insurance Arrangements That Limit
Insurance Risk”

AICPA TPA 5400.05
(nonauthoritative)

“Accounting and Disclosures Guidance for Losses
from Natural Disasters—Nongovernmental Entities”

AICPA TPA 6930.09
(nonauthoritative)

“Accounting and Disclosure Requirements for
Single-Employer Employee Benefit Plans Related to
the Medicare Prescription Drug, Improvement and
Modernization Act of 2003”
“Accounting and Disclosure Requirements for
Multiemployer Employee Benefit Plans Related to the
Medicare Prescription Drug, Improvement and
Modernization Act of 2003”

AICPA TPA 6930.10
(nonauthoritative)

Since the w riting of the general Audit Risk Alert—2005/06, the
FASB issued the following Statements:
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FASB Statement No. 155 Accounting fo r Certain H ybrid Financial Instruments
(an amendment of FASB Statements No. 133,
Accounting fo r D erivative Instruments and H edging
Activities, and No. 140, A ccounting fo r Transfers and
Servicing o f Financial Assets and Extinguishments o f Liabilities)
FASB Statement No. 156 Accounting fo r Servicing o f Financial Assets
(an amendment of FASB Statement No. 140)

Since the writing of the general Audit Risk Alert—2005/06, the
AICPA issued the following nonauthoritative TPAs:3
TPA 2130.09

TPA 2130.10
TPA 2130.11

TPA 2130.12

TPA 2130.13

TPA 2130.14

TPA 2130.15

TPA 2130.16

TPA 2130.17

“Scope Part I: Application of SOP 03-3, A ccounting fo r
Certain Loans or D ebt Securities Acquired in a Transfer
to Debt Securities”
“Scope Part II: Instruments Accounted For As Debt
Securities under SOP 03-3”
“Determining Evidence of Significant Delays and
Shortfalls Relative to SOP 03-3, Accounting fo r Certain
Loans or D ebt Securities Acquired in a Transfer”
“Determining Evidence of Deterioration of Credit
Quality and Probability of Contractual Payment
Deficiency in accordance with SOP 03-3, Accounting
fo r Certain Loans or Debt Securities Acquired in a Transfer”
“Non-Accrual Loans Part I: Acquired Non-accrual
Loans under SOP 03-3, A ccounting fo r Certain Loans
or D ebt Securities Acquired in a Transfer”
“Non-Accrual Loans Part II: Consumer Loans on
Non-accrual Status under SOP 03-3, A ccounting fo r
Certain Loans or D ebt Securities Acquired in a Transfer”
“Loans Held for Sale in Accordance with SOP 03-3,
A ccounting fo r Certain Loans or D ebt Securities Acquired
in a Transfer ’’
“Treatment of Commercial Revolving Loans under
SOP 03-3, A ccounting fo r Certain Loans or D ebt
Securities Acquired in a Transfer”
“Application of SOP 03-3, Accounting fo r Certain Loans
or Debt Securities Acquired in a Transfer to Retained Interests”
(continued)

3. Section 6400 in the “Technical Questions and Answers” section o f Technical Practice
Aids includes Questions and Answers (Q&As), commonly referred to as TPAs,
specifically pertaining to health care organizations. As o f the writing o f this Alert, the
TPAs listed in this section o f the Alert are available on the AIPCA Web site at
www.aicpa.org/members/div/acctstd/general/recent_tpas.asp.
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TPA 2130.18

TPA 2130.19

TPA 2130.20

TPA 2130.21

TPA 2130.22

TPA 2130.23

TPA 2130.24

TPA 2130.25

TPA 2130.26

TPA 2130.27

TPA 2130.28
TPA 2130.29

TPA 2130.30

TPA 2130.31

“Loans Reacquired Under Recourse under SOP 03-3,
A ccounting fo r Certain Loans or D ebt Securities Acquired
in a Transfer”
“Acquired Loans Where Purchase Price is Greater than
Fair Value under SOP 03-3, A ccounting fo r Certain
Loans or D ebt Securities Acquired in a Transfer ’’
“Acquired Loans Where Purchase Price is Less than
Fair Value under SOP 03-3, A ccounting fo r Certain
Loans or D ebt Securities Acquired in a Transfer”
“Accounting for Loans with Cash Flow Shortfalls That
Are Insignificant Under SOP 03-3, Accounting fo r
Certain Loans or D ebt Securities Acquired in a Transfer”
“Carrying Over the Allowance for Loan and Lease Losses
(ALLL) Under SOP 03-3, A ccounting fo r Certain
Loans or Debt Securities Acquired in a Transfer (Part I)”
“Carrying Over the Allowance for Loan and Lease Losses
(ALLL) under SOP 03-3, A ccounting fo r Certain Loans
or D ebt Securities Acquired in a Transfer (Part II)”
“Carrying Over the Allowance for Loan and Lease Losses
(ALLL) under SOP 03-3, A ccounting fo r Certain Loans
or D ebt Securities Acquired in a Transfer (Part III)”
“Income Recognition for Non-accrual Loans Acquired
Under SOP 03-3, A ccounting fo r Certain Loans or D ebt
Securities Acquired in a Transfer (Part I)”
“Income Recognition for Non-accrual Loans Acquired
Under SOP 03-3, A ccounting fo r Certain Loans or D ebt
Securities Acquired in a Transfer (Part II)”
“Income Recognition for Non-accrual Loans Acquired
Under SOP 03-3, A ccounting fo r Certain Loans or D ebt
Securities Acquired in a Transfer (Part III)”
“Estimating Cash Flows under SOP 03-3, Accounting
fo r Certain Loans or Debt Securities Acquired in a Transfer”
“EITF 01-7 Implications with a Restructured or
Refinanced Loan under SOP 03-3, Accounting fo r
Certain Loans or D ebt Securities Acquired in a Transfer
(Part I)”
“EITF 01-7 Implications with a Restructured or
Refinanced Loan under SOP 03-3, A ccounting fo r
Certain Loans or D ebt Securities Acquired in a Transfer
(Part II)”
“Variable Rate Loans and Changes in Cash Flows and
SOP 03-3, A ccounting fo r Certain Loans or Debt
Securities Acquired in a Transfer”
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TPA 2130.32
TPA 2130.33
TPA 2130.34

TPA 2130.35

TPA 5600.07
TPA 5600.08
TPA 5600.09
TPA 5600.10
TPA5600.11
TPA 5600.12
TPA 5600.13
TPA 5600.14
TPA 5600.15
TPA 5600.16
TPA 5600.17
TPA 6910.16

TPA 6910.17
TPA 6910.18

TPA 6910.19

TPA 6910.20

“Pool Accounting under SOP 03-3, Accounting fo r Certain
Loans or D ebt Securities Acquired in a Transfer (Part I)”
“Pool Accounting under SOP 03-3, Accounting fo r Certain
Loans or D ebt Securities Acquired in a Transfer (Part II)”
“Application to Fees Expected to be Collected under
SOP 03-3, A ccounting fo r Certain Loans or D ebt
Securities Acquired in a Transfer”
“Application to Cash Flows from Collateral and Other
Sources under SOP 03-3, A ccounting fo r Certain Loans
or D ebt Securities Acquired in a Transfer”
“Determining a Lease Term For Accounting Purposes”
“Lease Term for Accounting Purposes Differs from
Term Stated in Lease (Part 1)”
“Lease Term for Accounting Purposes Differs from
Term Stated in Lease (Part 2)”
“Rent Expense and Rent Revenue in an Operating
Lease—General”
“Rent Expense and Rent Revenue in an Operating
Lease—Scheduled Increase in Rental Space”
“Rent Expense and Rent Revenue in an Operating
Lease—Rent Holiday”
“Rent Expense and Rent Revenue in an Operating
Lease—Scheduled Rent Increases”
“Amortization/Depreciation of Leasehold Improvements
in an Operating Lease (Part 1)”
“Leasehold Improvements and Lease Term in an
Operating Lease (Part 2)”
“Landlord Incentive Allowance in an Operating Lease”
“Cash Flows Statement Presentation of Landlord
Incentive Allowance in an Operating Lease”
“Presentation of Boxed Investment Positions in the
Condensed Schedule of Investments of Nonregistered
Investment Partnerships”
“Disclosure of Long and Short Positions—
Nonregistered Investment Partnerships”
“Disclosure of an Investment in an Issuer When One or
More Securities and/or One or More Derivative Contracts
are Held—Nonregistered Investment Partnerships”
“Information Required to be Disclosed In Financial
Statements When Comparative Financial Statements
of Nonregistered Investment Partnerships Are Presented”
“Presentation of Purchases and Sales/Maturities of
Investments in the Statement of Cash Flows—
Nonregistered Investment Partnerships”
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FASB Statement No. 154, Accounting Changes an d
Error Corrections
Not-for-profit health care organizations have reported the cumu
lative effect of accounting changes separately from the perfor
mance indicator (see paragraph 10.21 in the A udit and
Accounting Guide Health Care Organizations) . After the effective
date of FASB Statement No. 154, voluntary changes in account
ing principle are not reported as a cumulative-effect adjustment
through the income statement of the period of change. Generally,
FASB Statement No. 154 requires retrospective application to
prior period financial statements for all voluntary changes in ac
counting principle. The FASB decided to include not-for-profit
financial statements in the scope of FASB Statement No. 154,
noting the FASB Statement No. 117, Financial Statements o f Notfor-P rofit Organizations , requirement that not-for-profit organi
zations apply the GAAP disclosure and display requirements for
accounting changes. See paragraph 7 of FASB Statement No. 117
and paragraph B5 of FASB Statement No. 154.
FASB Statement No. 154 is effective for accounting changes made
in fiscal years beginning after December 15, 2005. Earlier adoption
is permitted for accounting changes made in fiscal years beginning
after the date FASB Statement No. 154 is issued (May 2005). FASB
Statement No. 154 does not change the transition provisions of any
existing accounting pronouncements, including those in a transi
tion phase as of the effective date of FASB Statement No. 154.
For governmental health care organizations that apply the provi
sions of paragraph 7 of GASB Statement No. 20, A ccounting and

Financial Reporting fo r Proprietary Funds and Other Governmental
Entities That Use Proprietary Fund A ccounting , the nonauthorita
tive “Statement 20 Guidance” provided on the GASB Web site at
www.gasb.org/st20guide.htm l indicates that the provisions of
FASB Statement No. 154 should not be applied.
FASB Interpretation No. 47, Accounting fo r C onditional Asset
Retirem ent O bligations
The guidance in FASB Statement No. 143, A ccounting fo r Asset
R etirem ent Obligations, as interpreted by FASB Interpretation
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No. 47, A ccounting fo r Conditional Asset Retirement Obligations ,
may have significant implications for health care organizations,
including health care organizations with facilities experiencing as
bestos contamination issues.
Paragraph A23 of FASB Statement No. 143 requires recognition
of the fair value of a conditional asset retirement obligation be
fore the event that either requires or waives performance occurs.
FASB Interpretation No. 47 clarifies that the term conditional
asset retirem ent obligation as used in FASB Statement No. 143,
refers to a legal obligation to perform an asset retirement activity
in which the timing and/or method of settlement are conditional
on a future event that may or may not be within the control of
the entity. The obligation to perform the asset retirement activity
is unconditional even though uncertainty exists about the timing
and/or method of settlement.
Entities are required to recognize a liability for a conditional asset
retirement obligation when incurred if the fair value of the liabil
ity can be reasonably estimated. U ncertainty about the tim ing
and/or method of settlement of a conditional asset retirement
obligation should be factored into the measurement of the liabil
ity when sufficient information exists. FASB Interpretation No.
47 clarifies when an entity would have sufficient information to
reasonably estimate the fair value of an asset retirement obliga
tion. If the liability’s fair value cannot be reasonably estimated,
that fact and the reasons are disclosed as required by FASB State
ment No. 143, paragraph 22.
FASB Interpretation No. 47 includes four examples to illustrate
the application of that Interpretation. Health care organizations
w ith asbestos contam ination m ay find two of the examples in
FASB Interpretation No. 47 particularly helpful. Health care or
ganizations with buildings that are contaminated with asbestos
may be required by regulation in place at the time of acquisition,
or enacted subsequent to the acquisition date, to remove the as
bestos if major renovations are made, or if the building is demol
ished. The obligating event occurs when the regulations are put
in place. If the health care organization does not plan or expect to
undertake major renovations or demolish the building, it m ay
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not have sufficient information to reasonably estimate the fair
value of the asset retirement obligation at the time the obligating
event occurs. As illustrated in the examples in FASB Interpreta
tion No. 47, if the liability for the asset retirement obligation can
not be estimated, then disclosures are required. The health care
organization may later have sufficient information to estimate the
liability for the asset retirement obligation. W hen there is suffi
cient information to estimate fair value of the liability, the asset
retirement obligation is recognized.
Paragraphs 17 and 18 of FASB Statement No. 143 explain the ap
plicability of that Statement’s guidance for leasing transactions.
For lessees, obligations in connection w ith leased property,
whether imposed by lease agreement or a party other than the
lessor, that meet the provisions of FASB Statement No. 143, para
graph 2, but not the definition of either minimum lease payments
or contingent rentals in FASB Statement No. 13, paragraph 5, are
accounted for according to FASB Statement No. 143. For lessors,
obligations in connection with leased property that meet the pro
visions of FASB Statement No. 143, paragraph 2, are accounted
for in accordance with FASB Statement No. 143.
FASB Interpretation No. 47 is effective no later than the end of
fiscal years ending after December 15, 2005 (December 31, 2005
for calendar-year enterprises). Earlier adoption is encouraged.
For governmental health care organizations that apply the provi
sions of paragraph 7 of GASB Statement No. 20, the nonauthor
itative “Statement 20 Guidance” provided on the GASB Web site
indicates that the provisions of FASB Interpretation No. 47
should not be applied.
EITF Issues and FASB S taff Positions

The FASB is very active in issuing EITF Issues and FSPs. Audi
tors should visit the FASB Web site to stay abreast of these many
issues and understand those accounting requirements that may
pertain to their clients’ financial statements. In the AICPA gen
eral Audit Risk Alert—2005/06, you w ill find a list of selected
EITF Issues and FSPs that have been issued recently and may
have a broad interest. Recently issued EITF Issues and FSPs that
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m ay be of particular interest to auditors of health care organiza
tions are discussed in this section of the Alert.

FSP No. FIN 45-3. FSP No. FIN 45-3, Application o f FASB In
terpretation No. 45 to M inimum Revenue Guarantees Granted to a
Business or Its Owners, amends FASB Interpretation No. 45,
Guarantor’s A ccounting a n d Disclosure Requirements fo r Guaran
tees, Including Indirect Guarantees o f Indebtedness o f Others. Para
graph 3(a) through 3(d) of FASB Interpretation No. 45 discusses
the characteristics of contracts that are included in the scope of
that Interpretation. The characteristic in paragraph 3(a) is con
tracts that contingently require the guarantor to make payments
to the guaranteed party based on changes in an underlying that is
related to an asset, a liability, or an equity security of the guaran
teed party. Paragraph 3(a) lists examples of contracts w ith that
characteristic. The list is not all-inclusive. FSP No. FIN 45-3
adds an example to the listing— a guarantee granted to a business
or its owner(s) that the revenue of the business (or a specific por
tion of the business) for a specified period of time will be at least
a specified amount (referred to in the FSP as a m inimum revenue
guarantee). The background section of the FSP provides an ex
ample of a minimum revenue guarantee— a guarantee granted to
a nonemployee physician by a not-for-profit health care facility
that has recruited the physician to move to the facility’s geo
graphical area to establish a practice. The health care facility, as
guarantor, agrees to make payments to the physician at the end of
specific periods of time if the gross revenues (gross receipts) gen
erated by the physician’s new practice during that period of time
do not equal or exceed a specific dollar amount.
FSP No. FIN 45-3 is effective for new minimum revenue guaran
tees issued or modified on or after the beginning of the first fiscal
quarter following November 10, 2005. Earlier application is per
mitted. The disclosure requirements in paragraphs 13 through 16
of FASB Interpretation No. 45 should be applied to all minimum
revenue guarantees in financial statements of interim or annual
periods ending after the beginning of the first fiscal quarter fol
lowing November 10, 2005. The FSP applies to minimum rev
enue guarantees granted to physicians regardless of whether the
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physician’s practice qualifies as a business under EITF Issue No.
97-2, Application o f FASB Statement No. 94 and APB Opinion No.

16 to Physician Practice M anagem ent Entities and Certain Other
Entities with Contractual M anagement Arrangements.
FSP Nos. FAS 115-1 a n d FAS 124-1. You can find a discussion
of accounting guidance for im pairm ent of investments in the
general Audit Risk Alert—2005/06 section “Guidance on Impair
ment of Investments— Update on EITF Issue No. 03-1.” Since
the writing of that Alert, the FASB issued FSP Nos. FAS 113-1
and FAS 124-1, The M eaning o f O ther-Than-Temporary Impair
m ent a n d Its Application to Certain Investments. FSP Nos. FAS
115-1 and FAS 124-1 provides guidance for determ ining
whether an investment is impaired, evaluating whether im pair
ment is other-than-temporary, measurement of an im pairm ent
loss, and accounting for debt securities subsequent to an otherthan-temporary impairment. The FSP refers investors to existing
other-than-temporary impairment guidance, such as paragraph
16 of FASB Statement No. 115, A ccounting fo r Certain Invest
ments in D ebt and Equity Securities, which references SEC Staff
Accounting Bulletin Topic 5M , Other Than Temporary Im pair
m ent o f Certain Investments in D ebt an d Equity Securities', para
graph 6 of APB O pinion No. 18, The Equity M ethod o f
A ccounting fo r Investments in Common Stock; and EITF Issue No.
99-20, Recognition o f Interest Incom e and Impairment on Purchased

a n d R etained B eneficial Interests in Securitized F inancial Assets.
Pertinent guidance should be applied to evaluate whether impair
ment is other than temporary.
FSP Nos. FAS 115-1 and FAS 124-1 applies to (1) debt and eq
uity securities within the scope of FASB Statement No. 115, (2)
debt and equity securities within the scope of FASB Statement
No. 124, A ccounting fo r Certain Investments Held by Not-for-Profit
Organizations (applies to not-for-profit health care organizations
in the scope of the Audit and Accounting Guide Health Care Or
ganizations), and (3) equity securities that are not subject to the
scope of FASB Statements No. 115 and No. 124 and not ac
counted for under the equity method under APB Opinion No.
18 (referred to in the FSP as cost method investments).
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FSP Nos. FAS 115-1 and FAS 124-1 nullifies certain require
ments in EITF Issue No. 03-1, The M eaning o f Other-Than Tem

porary Im pairm ent a n d Its A pplications to Certain Investments.
Other EITF Issue No. 03-1 requirements, including the disclo
sures required in paragraphs 21 and 22, were carried forward in
the new FSP. Also, FASB Statements No. 115 and No. 124 and
APB Opinion No. 18 were amended. FSP Nos. FAS 115-1 and
FAS 124-1 is effective for reporting periods beginning after De
cember 15, 2005. Earlier application is permitted.

FSP No. APB 18-1. The FASB issued guidance for investors that
account for investments following the guidance in APB Opinion
No. 18. Not-for-profit health care organizations are exempt from
the scope of APB No. 18. However, Chapter 11, “The Reporting
Entity and Related Organizations” of the Audit and Accounting
Guide Health Care Organizations, provides further guidance for
health care organizations concerning the equity method of ac
counting for investments in common stock. See paragraph 1.55
and Chapter 11 in that Guide.
Under APB Opinion No. 18, an investor records its proportion
ate share of the investee’s net income or net loss as investment in
come and a corresponding increase or decrease to the investment
account. An investor records its proportionate share of an in 
vestee’s equity adjustments for other comprehensive income as
increases or decreases to the investment account w ith a corre
sponding adjustm ent in equity. See paragraph 19(e) of APB
Opinion No. 18 and paragraph 121 of FASB Statement No. 130,

Reporting Comprehensive Income.
FSP No. APB 18-1, Accounting by an Investor fo r Its Proportionate

Share o f Accumulated Other Comprehensive Income o f an Investee Ac
counted fo r under the Equity M ethod in Accordance with APB Opin
ion No. 18 upon a Loss o f Significant Influence, provides guidance
for investors on accounting for their proportionate share of an in
vestee’s equity adjustments for other comprehensive income upon
loss of significant influence. FSP No. APB 18-1 requires that in
vestors offset their proportionate share of an investee’s equity ad
justments for other comprehensive income against the carrying
value of the investment at the time significant influence is lost. If
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the offset would result in an investment with a carrying value that
is less than zero, the investor should reduce the investment carry
ing value to zero and record the remaining balance to income.
FSP No. APB 18-1 does not provide guidance for entities that
have historically not recorded their proportionate share of an in
vestee’s equity adjustments for other comprehensive income. FSP
No. APB 18-1 is effective as of the first reporting period begin
ning after July 12, 2005.

FSP No. FAS 13-1. Accounting guidance for leasing arrange
ments is provided in FASB Statement No. 13, as amended and
interpreted. The FASB recently issued supplemental guidance in
FSP No. FAS 13-1, A ccounting fo r Rental Costs Incurred during a
Construction Period , in response to questions as to whether lessees
can capitalize rental costs associated with ground and building
operating leases that are incurred during a construction period.
FSP No. FAS 13-1 states that there is no distinction between the
right to use a leased asset during the construction period and the
right to use that asset after the construction period. Rental costs
associated with ground or building operating leases and incurred
during a construction period are therefore recognized as rental ex
pense and included in income from continuing operations. FASB
Statement No. 13 and FASB Technical Bulletin 85-3, A ccounting
fo r Operating Leases with Scheduled Rent Increases , provide guid
ance to determine how to allocate rental costs over the lease term.
FSP No. FAS 13-1 should be applied to the first reporting period
beginning after December 15, 2005. Earlier adoption is permitted
for financial statements or interim financial statements that have
not been issued. Lessees are required to cease capitalizing rental
costs as of the effective date of FSP No. FAS 13-1 for operating
lease arrangements entered into prior to the FSP's effective date.

EITF Issue No. 04-5. The consensus in EITF Issue No. 04-5, De
term ining Whether a General Partner, or the General Partners as a
Group, Controls a Limited Partnership or Similar Entity When the
L im ited Partners Have Certain Rights, provides a framework to
determine whether the general partners in a limited partnership
control a lim ited partnership. EITF Issue No. 04-5 does not
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apply to a general partner that carries its investment in the lim 
ited partnership at fair value with changes in fair value reported
in the statement of operations in accordance with GAAP.
Control of a limited partnership is presumed regardless of the ex
tent of the general partners’ ownership interest. Assessment of
whether the rights of limited partners overcome the presumption
of control is a matter of judgment that depends on facts and cir
cumstances. The general partners do not control a limited part
nership if the limited partners have either (1) substantive ability
to dissolve (liquidate) the lim ited partnership or otherwise re
move the general partner(s) without cause, or (2) substantive par
ticipating rights.
EITF Issue No. 04-5 is effective (1) after June 29, 2005, for gen
eral partners of all new limited partnerships formed and for exist
ing limited partnerships for which the partnership agreements are
modified; and (2) no later than the beginning of the first report
ing period in fiscal years beginning after December 15, 2005, for
general partners in all other limited partnerships.

Recent GASB Pronouncements and Other Guidance
Presented in this section of the Alert is a list of accounting pro
nouncements and selected other guidance issued by the GASB
since the writing of last year’s Alert. For more information about
the pronouncements and guidance, and for information about
GASB pronouncements and guidance that may be issued subse
quent to the writing of this Alert, please refer to the GASB Web
site at www.gasb.org. You m ay also look for announcements of
newly issued standards in the CPA Letter and Journal o f Accoun
tancy. A brief summary of the GASB pronouncements that may
be of particular interest for auditors of governmental health care
organizations follows.
Help Desk—See the AICPA Audit Risk Alert State and Local
Governmental Developments—2005 (product no. 022435kk)
for further information about accounting issues and de
velopments for auditors of financial statements of state and
local governments.
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GASB Statement No. 46
GASB Statement No. 47
GASB Technical Bulletin
(TB) No. 2004-2
GASB Concepts
Statement No. 3
Implementation Guides

Net Assets Restricted by Enabling Legislation
Accounting fo r Termination Benefits
Recognition o f Pension and Other Postemployment
Benefit Expenditures/Expense and Liabilities by
Cost-Sharing Employers
Communication Methods in General Purpose External
Financial Reports That Contain Basic Financial Statements
Comprehensive Implementation Guide—2005
Includes guides issued through June 30, 2005. Some
questions from previous guides have been deleted and
new questions have been added. The illustrative
examples and exercises accompanying the
Implementation Guide text are nonauthoritative.
Guide to Implementation o f GASB Statements 43 and
45 on Other Postemployment Benefits
Answers to over 250 questions about topics including
the scope and applicability of GASB Statements No. 43,
Financial Reporting fo r Postemployment B enefit Plans
Other Than Pension Plans, and No. 45; actuarial
issues; and treatment of implicit rate subsidies.
Guide to Implementation o f GASB Statement 44 on
the Statistical Section

G ASB Statem ent No. 4 6 , Net Assets Restricted by

E nabling Legislation

In December 2004, the GASB issued GASB Statement No. 46,

Net Assets R estricted by Enabling Legislation, an am endm ent of
GASB Statement No. 34, Basic Financial Statements—and M an
a gem ent’s Discussion a n d Analysis—-for State a n d Local Govern
ments. GASB Statement No. 46 clarifies that, for purposes of
reporting restricted net assets, a legally enforceable enabling legis
lation restriction is one that a party external to a government, such
as citizens, a public interest group, or the judiciary, can compel a
government to honor. GASB Statement No. 46 specifies the ac
counting and financial reporting requirements that apply if new
enabling legislation replaces existing enabling legislation or if legal
enforceability is reevaluated, and requires governments to disclose
in the notes to the financial statements the portion of total net as
sets that is restricted by enabling legislation. GASB Statement No.
46 is effective for financial statements for periods beginning after
June 15, 2005, with earlier application encouraged.
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G ASB Statem ent No. 4 7 , Accounting fo r Termination Benefits

In June 2005, the GASB issued GASB Statement No. 47, Ac
counting fo r Termination Benefits. GASB Statement No. 47 estab
lishes accounting standards for the measurement, recognition,
and disclosure of voluntary termination benefits and involuntary
term ination benefits. Termination benefits include early-retire
ment incentives and severance benefits. Voluntary term ination
benefits can include cash payments, defined benefit pension for
mula enhancements, other postemployment benefit (OPEB) for
m ula enhancem ents, or health care coverage that otherwise
would not be provided. Employees terminated involuntarily may
receive termination benefits such as severance pay, outplacement
services, or continued health coverage through an employer
group plan. Unemployment compensation and postemployment
benefits to compensate employees for services are not included in
the scope of GASB Statement No. 47.
GASB Statement No. 47 requires governmental health care orga
nization employers, whose financial statements are prepared on an
accrual basis, to recognize a liability and expense for (1) voluntary
term ination benefits when employees accept the offer and
amounts can be estimated, and (2) involuntary termination bene
fits when a plan of termination is approved by those with the au
thority to com mit the employer to the plan, the plan is
communicated to employees, and the amounts can be estimated.
Measurement guidance is provided for healthcare-related termina
tion benefits and for non-healthcare-related termination benefits.
GASB Statement No. 47 is effective in two parts. For termination
benefits provided through an existing defined benefit OPEB plan,
GASB Statement No. 47 should be implemented simultaneously
with the requirements of GASB Statement No. 45, A ccounting

and Financial Reporting by Employers fo r Postemployment Benefits
Other Than Pensions. (See the related discussion “Governmental
Health Care Organization Accounting and Reporting for Postem
ployment Benefits” in the “Accounting Issues and Developments”
section of this Alert.) For all other termination benefits, GASB
Statement No. 47 is effective for financial statements for periods
beginning after June 15, 2005. Earlier application is encouraged.
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Auditors will need to consider whether their governmental health
care organization clients have considered all relevant factors to
determ ine whether benefits are provided in exchange for em
ployee services, or are provided for the early termination of ser
vices, and have accounted for the benefit arrangement according
to the appropriate accounting guidance.
G ASB Technical Bulletin No. 2 0 0 4 -2 , Recognition o f Pension
an d Other Postemployment Benefit Expenditures/Expense an d
L iab ilities by Cost-Sharing Employers

In December 2004, the GASB staff issued GASB TB No. 2004-2,

Recognition o f Pension and Other Postemployment Benefit Expendi
tures/Expense and Liabilities by Cost-Sharing Employers. TB No.
2004-2 addresses the recognition of expenses by cost-sharing em
ployers when a payment scheduled after the end of an employer’s
financial reporting period includes contributions for one or more
months of that reporting period. For pension transactions, TB
No. 2004-2 is effective for financial statements for periods begin
ning after December 15, 2004. Earlier application is encouraged.
For OPEB transactions, TB No. 2004-2 is effective simultane
ously with the requirements of GASB Statement No. 45.
Help Desk—The TB does not provide transition requirements
for applying its requirements. It is logical that for pension trans
actions, the provisions should be applied retroactively. For
OPEB transactions, it is also logical that the provisions of the TB
should be applied using the transaction provisions for OPEB lia
bilities (assets) at transition from GASB Statement No. 45.
G ASB Concepts Statem ent No. 3, Com munication Methods

in G eneral Purpose E xternal F in an cial Reports That Contain
B asic F in an cial Statements

In April 2005, GASB Concepts Statement No. 3, Communica

tion M ethods in General Purpose External Financial Reports That
Contain Basic Financial Statements, was issued, providing a con
ceptual basis for selecting com m unication methods to present
items of information within general purpose external financial re
ports that contain basic financial statements. Those communica
tion methods include recognition in basic financial statements,
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disclosure in notes to basic financial statements, presentation as
required supplementary information (RSI), and presentation as
supplementary information (SI). GASB Concepts Statement No.
3 defines the communication methods commonly used in general
purpose external financial reports, develops criteria for each com
munication method, and provides a hierarchy for their use. The
definitions, criteria, and hierarchy should help the GASB, or, in
the absence of authoritative guidance, preparers of financial re
ports determine the appropriate methods to use to communicate
an item of information.

Conforming Changes to AICPA Audit and Accounting Guides
Health Care Organizations

The Audit and Accounting Guide Health Care Organizations was
updated with conforming changes, as of M ay 1, 2005 (product
no. 0 1 2 6 l5 k k ), to reflect the issuance of authoritative pro
nouncements. Among the conforming changes:
• Auditing pronouncem ents an d guidance. The auditing guid
ance has been modified to reflect the issuance of PCAOB
pronouncements including A uditing Standard No. 2, An

A udit o f Internal C ontrol O ver F inancial R eporting Per
fo rm ed In Conjunction With An Audit O f Financial State
ments , Auditing Standard No. 3, Audit Documentation, and
Conforming Amendments to PCAOB Interim Standards Re
sulting from the Adoption o f PCAOB Auditing Standard No. 2,
“An Audit of Internal Control Over Financial Reporting
Performed In Conjunction W ith An Audit O f Financial
Statements.” Conforming changes were also made to reflect
the issuance of various AICPA Auditing Interpretations.
• Accounting pronouncements and guidance. The chapters and
the illustrative financial statements for “Sample Govern
mental Hospital Authority” in Appendix A, “Illustrative Fi
nancial Statements” have been modified to reflect the
issuance of GASB Statement No. 40, Deposit and Investment
Risk Disclosures. A new appendix was added to Chapter 4,
“Investments,” to reflect the issuance of EITF Issue No. 031 and FSP EITF 03-1-1, Effective Date o f Paragraphs 10—
20
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o f EITF Issue No. 03-1, The Meaning of Other-Than-Tempo
rary Impairment and Its Application to Certain Investments.
• New Appendix H, References to AICPA Technical Practice
Aids, was added to the Guide.
Government A uditing Standards and Circular A - 13 3 Audits

The Audit Guide Government Auditing Standards and Circular
A-133 Audits was updated with conforming changes as of M ay 1,
2005 (product no. 012745kk). Among the conforming changes,
the updated guide:
•

Discusses the GAO’s Internet Notice that provides guid
ance on internal control reporting for audits conducted in
accordance with both GAS and PCAOB standards. (See
the discussion “ G overnment A uditing Standards Develop
ments and Circular A -133 Audits” in this Alert for more
information about the Internet Notice.)

•

Discusses the effect of PCAOB standards and the AICPA
A uditing Interpretations No. 17, “C larification in the
Audit Report of the Extent of Testing of Internal Control
Over Financial Reporting in Accordance W ith Generally
Accepted Auditing Standards,” of AU section 508 (AICPA,
Professional Standards, vol. 1, AU sec. 9508.85-.88), and
No. 18 of AU section 508 (AICPA, Professional Standards,
vol. 1, AU sec. 9 5 0 8 .8 9 -.9 2).

• Adds footnotes to alert auditors to the issuance of the GAO's
“Technical Amendment to the CPE Requirements of the
2003 Revision of G overnment A uditing Standards” and
“Guidance on GAGAS Requirements for Continuing Pro
fessional Education.” (See the discussion “Government Au
diting Standards Developments and Circular A -133 Audits”
in this Alert for more information about these issuances.)
•

Revises the definition of reportable conditions in the illus
trative GAS report to be more consistent with the defini
tion in AU section 325, Communication o f Internal Control
R elated M atters N oted in an A udit (AICPA, Professional
Standards, vol. 1), as amended.
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State and Local Governm ents

The Audit and Accounting Guide Health Care Organizations is
not the only industry-specific AICPA A udit and A ccounting
Guide that auditors should consider when performing an audit
of a governmental health care entity. The Audit and Accounting
Guide State and Local Governments , (product no. 012665kk) in
cludes governmental health care entities in its scope and the au
diting guidance in that Guide should also be considered during
an audit of a governmental health care entity that is included in
the scope of the Audit and Accounting Guide Health Care Orga
nizations. (See paragraph 2.01 in the A udit and A ccounting
Guide Health Care Organizations .) The Audit and Accounting
Guide State a n d Local Governments provides guidance on audit
reports for state and local governments as well as on assessing
m ateriality (opinion units). Chapter 16, “Auditor Association
W ith M unicipal Securities Filings,” of that Guide discusses audi
tor association w ith m unicipal securities filings and the use of
G overnment A uditing Standards in reports and references in the
offering document— the official statement. Governments some
times issue m unicipal securities to finance facilities for non
governmental organizations, including not-for-profit health care
organizations. Those nongovernm ental organizations m ay be
considered “obligated persons” with regard to the securities and
thus also provide audited financial statements for the official
statement. (See paragraph 12.03 in the Audit and Accounting
Guide Health Care Organizations .)
The Audit and Accounting Guide State a n d Local Governments
was updated w ith conform ing changes as o f M ay 1, 2 0 0 5 .
Among the conforming changes, new paragraph 16.11 suggests
that when the auditor has not included a provision in the terms
of the engagement that would require auditor association with
official statements, the auditor consider including in the terms
of the engagement a requirement that any official statements is
sued by the government, w ith which the auditor is not associ
ated, clearly indicate that the auditor is not associated.
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Audit Issues and Developments
Charity Care and Patient Revenues and Receivables
C harity Care

Charity care is a type of uncompensated care that results from a
provider’s policy to provide health care services free of charge to
individuals who meet certain financial criteria. Health care orga
nizations establish their own criteria for charity care, and must
determine whether the individual patient meets the criteria. Ac
counting guidance for charity care is provided in the Audit and
Accounting Guide Health Care Organizations. According to para
graph 10.03 of the Guide, charity care represents health care ser
vices that are provided but are never expected to result in cash
flows. As a result, charity care does not qualify for recognition as
receivables or revenue in the financial statements. Distinguishing
charity care from bad-debt expense (or allowance, for govern
m ental health care entities) requires the exercise of judgm ent.
Paragraph 10.28 states that management’s policy for providing
charity care, as well as the level of charity care provided, should be
disclosed in the financial statements.
The following are examples of questions for auditors to consider
when auditing charity care:
• W hat is the organization’s policy for charity care?
•

How is that policy enforced?

• Wh at determines if a patient is not able to pay?
•

How is the amount of charity care determined? Based on
discounted rates? Full charge rates?

• Wh at if the patient can make a partial payment?
• W hen is charity care determined to take place? Before sub
stantial collection efforts? After sent to collection?
•

Does charity care exclude services provided where payment
is accepted under a third-party arrangem ent that is less
than the full charged rates?
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AcSEC has discussed issue summaries prepared by the Health
Care Guide Task Force for the project to overhaul the Audit and
Accounting Guide Health Care Organizations. See the “On the
Horizon” section of this Alert for more information about that
project. Charity care issues were discussed at the December 1415, 2004, AcSEC meeting, including disclosures, categories of
charity care, clarification of what is included in charity care, and
tim ing of identification. Highlights are available on the AICPA
Web site at w ww .aicpa.org. The H ealthcare Expert Panel has
noted that there is diversity in practice with respect to how health
care organizations record and account for charity care.
Patient Accounts Receivable

Specific auditing objectives for patient accounts receivable in 
clude determ ining that the amounts reported in the financial
statements represent valid receivables that do not include receiv
ables for charity care, and evaluating collectibility. Uninsured pa
tient charges, billings, and collections have been in the spotlight
in recent years, and in response, health care organizations may be
reevaluating their policies and procedures for establishing charity
care criteria, setting charges to self-pay patients, and billing and
collecting related receivables. Auditors m ay need to determine
whether there have been any changes.
The client's estimate of the level of accounts receivable that may
not be collectible, as a result of bad debts and adjustments to
charges in accordance with contracts, is reflected in the allowance
for doubtful accounts and the contractual allowances, which are
offsets used to report receivables at their net realizable value.
W hen auditing estimates, auditors should be familiar with AU
section 342, Auditing A ccounting Estimates (AICPA, Professional
Standards , vol. 1, and for audits conducted in accordance with
PCAOB standards: AICPA, PCAOB Standards and Related Rules),
which provides guidance on obtaining and evaluating sufficient
competent evidential matter to support significant accounting es
timates used in a clients financial statements.
A review of the aging of receivables is often performed. This may
include testing the reliability of the aging report; reviewing past
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due accounts on the report, including the number and amount of
such accounts; reviewing past due balances, the client’s prior his
tory in collecting past due balances, and patient correspondence
files; and so forth. This m ay be done with the assistance of the
client in obtaining an understanding of how the allowance was
developed and determining whether it is reasonable. Testing the
reasonableness of the health care organization’s estimate of the
collectibility of receivables may also be performed by other proce
dures, such as tests of subsequent collections. Examination of
credit balances in the aging report may find mispostings such as
erroneous postings of contractual allowances.
The reasonableness of estimated amounts receivable (or payable)
under third-party payor contracts may be further analyzed by re
view ing signed contracts, considering the im pact of historical
payment denials from the payors, reviewing correspondence with
the payors, and considering the impact of interim payments. For
contracts with retrospective settlement provisions, estimates may
be evaluated through a review of contracts, settlement report fil
ings, and correspondence with the payors, including any formal
or informal offers to settle disputed amounts.
Another tool in evaluating the allowance for doubtful accounts
and contractual allowances is the application of analytical proce
dures. According to AU section 329, A nalytical Procedures
(AICPA, Professional Standards, vol. 1, and for audits conducted
in accordance w ith PCAOB standards: AICPA, PCAOB Stan
dards and Related Rules), analytical procedures are an important
part of the audit process and consist of evaluations of financial in
formation made by a study of plausible relationships among both
financial and nonfinancial data. Often, the large number of cus
tomer accounts makes it difficult to determine the adequacy of
the allowance only by reference to individual accounts, making
analytical procedures helpful to the audit process.
Analytical procedures that compare financial information with ex
pected amounts m ay identify unusual or unexpected changes.
Consider the collection history of the health care organization
when evaluating the appropriateness of patient accounts receiv
able and related allowances. Year-to-year payment experience and
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trends for payors and patients may provide useful information for
auditors when developing expected amounts. Consider whether
there have been changes to the client’s policies and procedures for
charity care, or for patient billing and collection. Auditors may
need to pay closer attention to the client’s patient base. For exam
ple, consider whether the health care organization provides health
care services to patients in an area affected by significant employee
layoffs. Consider the numbers of uninsured and underinsured re
ceiving health care services, and the trends toward consumer-di
rected health care and health savings accounts with significantly
higher deductibles, and toward reductions in health care benefits
to employees and retirees. Auditors may also need to pay closer at
tention to developments at third-party payors. For example, con
sider whether there have been shifts in the requirements for
participation in governmental health care programs. Have there
been consolidations of third-party payors, and have third-party
payors executed contracts with the client that provide for more fa
vorable pricing, or protection from chargemaster increases? Are
contracts with payors more complex, making it more difficult to
record patient revenues and receivables and monitor payments
under negotiated arrangements? Does the health care organization
provide services to patients in states where there have been
changes in Medicaid programs, such as changes in payment rates,
program eliminations, or higher eligibility requirements?
The auditor also may review revenue and receivables transactions
and fluctuations after the balance sheet date for items such as
writeoffs. This may provide additional information about the col
lectibility of receivables and the reasonableness of the allowance
account on the balance sheet date.
See Exhibit 5.1, “Auditing Considerations,” in the Audit and Ac
counting Guide Health Care Organizations for examples of spe
cific auditing objectives, selected control activities, and auditing
procedures that m ay be considered when auditing the m ajor
components of receivables, including the allowance for doubtful
accounts, and contractual adjustments.
As previously discussed in this section, AcSEC has discussed issue
summaries prepared by the Health Care Guide Task Force for the
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project to overhaul the Audit and Accounting Guide Health Care
Organizations. H ealth care industry revenue recognition on a
case-by-case basis (typically, a patient-by-patient basis) was dis
cussed at the April 19-20, 2005, meeting. Other revenue recogni
tion criteria issues were discussed at the November 15-16, 2005,
meeting. The Healthcare Expert Panel has noted that there is di
versity in practice, notably in the case of self-pay patients, with
respect to how health care organizations, following the guidance
in paragraph 5.03 in the Guide, record revenue and an allowance
for estimated uncollectible amounts.
Prospective Payment System A udit Considerations

Prospective rate setting m ay result from a contractual agreement
with a third party, or be mandated through legislation. The rules
governing prospective payment systems (PPS) m ay be complex
and subject to modification. This section of the Alert discusses
some of the audit implications to consider for PPS.
The m odification of negotiated contracts w ith m anaged care
companies and changes to government payor PPS regulations
m ay have a significant impact on a health care organization. The
health care organizations full established rates may become sub
ject to greater regulatory scrutiny. Personnel w ill require addi
tional training. The health care organization may contract with a
third-party billing organization, implement new computer sys
tems, or make significant changes to existing systems so that the
appropriate revenues can be calculated, processed, and billed.
W here a negative financial impact as a result of a new PPS rule or
rule modification is especially significant, the affected health care
organization m ay choose to elim inate programs and services in
anticipation of, or in response to, adverse financial effects. If pro
grams or services are not eliminated, the health care organization
m ay respond to anticipated declines in revenue with cost-cutting
measures. Auditors should consider the applicability of the guid
ance in FASB Statement No. 146, A ccounting fo r Costs Associated
with Exit or Disposal Activities , for costs associated with exit or
disposal activities, including certain contract terminations.
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Changes to PPS regulations and contracts may create an incen
tive for some entities to look for inappropriate methods of maxi
m izing income, and m ay lead some entities to adopt
inappropriate revenue recognition policies. Occasionally, warn
ing signals m ay indicate increased risk w ith respect to revenue
recognition and the need for increased professional skepticism.
Auditors should consider the guidance in AU section 312, Audit
Risk a n d M ateriality in Conducting an Audit (AICPA, Professional
Standards , vol. 1; and for audits conducted in accordance with
PCAOB standards: AICPA, PCAOB Standards and Related Rules),
on the consideration of audit risk and materiality when planning
and performing an audit of financial statements. Also, SOP 00-1,

A uditing Health Care Third-Party Revenues a n d R elated R eceiv
ables, provides guidance to auditors regarding uncertainties in
herent in health care third-party revenue recognition.

Compliance With Debt Covenants
Health care organizations that are experiencing losses, or deterio
ration in operating results or cash flows, may not be in compli
ance w ith debt covenants, w hich could result in financial
penalties, remediation efforts, or the debt being callable. Auditors
also should consider the need to perform additional auditing pro
cedures to assess the impact of other changes, such as accounting
changes and reporting changes, on debt covenants. If the health
care organization is not in compliance with debt covenants, the
auditor should consider whether management has appropriately
disclosed any contingencies and other items that may require dis
closure. The guidance in A uditing Interpretation No. 3, “The
Impact on an Auditor’s Report of an FASB Statement Prior to the
Statement’s Effective Date,” of AU sec. 410, Codification o f Au
d itin g Standards and Procedures (AICPA, Professional Standards,
vol. 1, and for audits conducted in accordance w ith PCAOB
standards: AICPA, PCAOB Standards and Related Rules), among
other matters, provides that auditors should consider whether
disclosure is needed for the effects that may result upon the re
quired future adoption of an accounting principle, such as, for
example, the future adoption of an accounting principle that may
result in a reduction to stockholder’s equity and cause the entity
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to be in violation of its debt covenants, which in turn may accel
erate the due date for repayment of debt.

Malpractice
Increases in malpractice insurance costs, legislation allowing caps
on m alpractice awards, and medical and technological break
throughs that result in the performance of more complex and
riskier procedures are some of the issues that health care organiza
tions have to consider when evaluating insurance coverage. Health
care organizations may respond by opting to increase deductibles,
or increase the extent of risk retained as a result of changes in pol
icy terms. Other responses may include changes in actuaries or as
sumptions to determine malpractice losses, or establishing captive
insurance entities to provide malpractice insurance.
The existence of an insurance policy, by itself, is no assurance that
the risk of financial loss is transferred. The extent of risk transfer
is key in determining whether a liability should be recognized. If
the health care organization has not transferred risk to an external
third party, the organization should evaluate its exposure to losses
that arise from malpractice claims and record a liability, if appro
priate. The ultimate costs of malpractice claims, which include
costs associated w ith litigatin g or settling claims, are accrued
when the incidents that give rise to the claims occur. Estimated
losses from asserted and unasserted claims are accrued either indi
vidually or on a group basis, based on the best estimates of the ul
timate costs of the claims and the relationship of past reported
incidents to eventual claims payments.
W hen auditing medical malpractice loss contingencies, auditors
should review insurance contracts and determine the extent of
risk retained by the health-care organization. Once the extent of
risk retained is determ ined, the nature, extent, and tim ing of
other auditing procedures can be determined.
If the health care organization retains all or a portion of the risk
with self-insurance, or through purchase of a claims-made policy,
the auditor should perform additional auditing procedures to ob
tain reasonable assurance that the organization’s accounting for
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medical malpractice losses is in accordance with GAAP. See the
related discussion, “Claim s-M ade Insurance Coverage,” in the
“Accounting Issues and Developments” section of this Alert. Ad
ditional guidance about liabilities recognized pertaining to med
ical malpractice claims is provided in Chapter 8, “Commitments
and Contingencies,” of the Audit and Accounting Guide Health
Care Organizations. See Chapter 8 of the Guide for accounting
guidance for medical malpractice claims insured by captive insur
ance companies.
FASB Statement No. 5, A ccounting fo r Contingencies , as amended,
and interpreted by FASB Interpretation No. 14, Reasonable Esti
mation o f the Amount o f a Loss, and FASB Interpretation No. 45,

Guarantors A ccounting and Disclosure Requirements fo r Guaran
tees, Including Indirect Guarantees o f Indebtedness o f Others, pro
vides guidance on accounting for contingencies, as discussed in
paragraph 8.02 of the Guide. If losses relating to a particular cat
egory of malpractice claims cannot be estimated, the potential
losses related to that category of claims are not accrued and the
contingency is disclosed in the notes to the financial statements,
as required by FASB Statement No. 5. The Guide provides other
financial statement disclosures required for malpractice liabilities:
• The program of medical malpractice insurance coverages
and the basis for any related loss accruals
• The carrying amount of accrued malpractice claims that
are discounted in the financial statements and the interest
rate or rates used to discount claims
As discussed in paragraph 8.37 of the Guide, an accrual for mal
practice losses should be based on estimated ultimate losses and
costs associated with settling claims. Accruals should not be based
on recommended funding amounts, which in addition to a provi
sion for the actuarially determined liability, also includes a provi
sion for (a) credit for investment income and ( b) a margin for risk
of adverse deviation. Paragraph 8.37 provides examples of factors
to consider and adjustments that may be required to convert ac
tuarially determined malpractice funding amounts to an appro
priate loss accrual to be reported in the financial statements.
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If an actuary is involved in a substantial way in determining the
am ount of a m alpractice self-insurance liability, the auditor
should consider the requirements of AU sec. 336, Using the Work
o f a Specialist (AICPA, Professional Standards, vol. 1; and for au
dits conducted in accordance with PCAOB standards: AICPA,
PCAOB Standards an d Related Rules). Additional guidance re
garding the use of actuaries and actuarial methods can be found
in paragraphs 8.35 through 8.38 of the Guide.
W hen auditing malpractice losses, auditors should also consider
the guidance regarding auditing estimates found in AU sec. 336.
Also, see Exhibit 8.1, “Auditing Considerations,” in the Guide
for examples of specific auditing objectives, selected control activ
ities, and auditing procedures that may be considered when au
diting malpractice loss contingencies.
AcSEC has discussed issue summaries prepared by the Health
Care Guide Task Force for the project to overhaul the Guide. See
the “On the Horizon” section of this Alert for more information
about that project. M easurem ent of m edical m alpractice and
other insurance-related liabilities was discussed at the January 2526, 2005, and April 19-20, 2005, m eetings. AcSEC m eeting
highlights are available on the AICPA Web site at www.aicpa.org.

Reporting on Medicaid/Medicare Cost Reports
TPA TIS 9110.15, Reporting on Medicaid/Medicare Cost Reports,
discusses the form of report an auditor should issue to comply
w ith the “certification” requirem ent from payors in regard to
health care organization financial statement audit engagements.4
The inquiry section states that third-party payors (the most com
mon examples are Medicare and M edicaid) m ay require health
care organizations to prepare and submit “cost reports” as a con
dition of participation in a payor's program. Sometimes a specific
payor (such as a state Medicaid program) will require health care
organizations to obtain an audit of their financial statements and,
4. “Technical Questions and Answers,” Section 9000, Auditors Reports, o f Technical
Practice Aids, includes nonauthoritative Questions and Answers (Q&As), based on
selected practice matters identified by the staff o f the AICPA Technical Hotline and
various other bodies within the AICPA.

48

further, will require some form of independent auditor associa
tion with or “certification” of cost reports submitted by the health
care organization. Auditors have expressed concern that provid
ing such certification might erroneously im ply that they are pro
viding assurance on the entity’s cost report or on its compliance
with cost report rules or regulations.
The reply section discusses the form of report an auditor should
issue to comply with the “certification” requirement from payors
when an auditor has been engaged to perform an audit of a health
care organization’s basic financial statements. The auditor could
enter into a separate engagem ent to examine the cost report
under AT sec. 601, Compliance Attestation (AICPA, Professional
Standards, vol. 1), as amended. However, typically states do not
require such extensive services and therefore, health care organi
zations may be reluctant to engage the auditor to perform such an
examination. If the health care organization includes their cost
report as accompanying information with their audited basic fi
nancial statements, an auditor m ay report on the cost report as
accompanying information in accordance with AU sec. 551, Re

p ortin g on Inform ation A ccom panying the Basic F inancial State
m ents in A uditor-Subm itted D ocum ents (AICPA, P rofessional
Standards, vol. 1), as amended, or AU sec. 550, Other Information
in D ocuments Containing A udited Financial Statements (AICPA,
Professional Standards, vol. 1), as amended. TIS 9110.15 provides
an illustration of an “in relation to” opinion in a restricted-use re
port on certain data within a cost report, if certain cost report
amounts or statistics have been subjected to auditing procedures
applied in the audit of the basic financial statements. Auditors
should consider the guidance in AU sec. 532, Restricting the Use
o f the Auditors Report (AICPA, Professional Standards, vol. 1), be
fore deciding whether to combine the illustrated report with the
auditor’s report on the basic financial statements.

Accounting Issues and Developments
Brief summaries about recently issued accounting pronounce
ments and other guidance were previously presented in this Alert.
In this section, other accounting issues and developments are dis
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cussed, including inform ation about certain accounting pro
nouncements issued in prior years that your health care organiza
tion clients m ay have implemented in 2005 or are planning to
implement. See the “On the Horizon” section of this Alert for in
form ation about outstanding exposure drafts and FASB and
AcSEC projects to address accounting issues. Refer to the full text
of the pronouncements and other guidance that are discussed.
You should be alert for updates, amendments, or other changes to
the guidance discussed in this Alert.

Claims-Made Insurance Coverage
EITF Issue No. 03-8, A ccounting fo r Claims-Made Insurance and
Retroactive Insurance Contracts by the Insured Entity, addresses cer
tain issues for accounting for claims-made insurance and retroac
tive insurance contracts. Included in its consensuses, EITF Issue
No. 03-8 refers to the guidance in FASB Interpretation No. 39,
Offsetting o f Amounts Related to Certain Contracts, to evaluate off
setting of prepaid insurance and receivables for expected recover
ies from insurers against recognized liabilities. Chapter 8 in the
Audit and Accounting Guide Health Care Organizations also pro
vides guidance regarding the accounting for medical malpractice
claims and transfers of risk under claims-made insurance policies.
The guidance in Chapter 8 does not require the evaluation of
these medical malpractice claims following the guidance in FASB
Interpretation No. 39. Chapter 8 states that the extent of risk
transfer is key in determining whether a liability should be recog
nized in a provider's financial statements pertaining to malprac
tice claims. A claims-made insurance policy represents a transfer
of risk within the policy limits to the insurance carrier for asserted
claims and incidents reported to the insurance carrier. The policy,
however, does not represent a transfer of risk for claims and inci
dents for claims not reported to the insurance carrier during the
policy period. Consequently, a health care organization that is in
sured under a claims-made insurance policy recognizes the esti
mated cost of those insured claims and incidents not reported to
the insurance carrier, in accordance with the guidance in para
graphs 8.03 through 8.10 of the Guide.
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The conforming changes to the Guide do not modify the special
ized industry guidance in Chapter 8 of the Guide (AICPA Indus
try Audit and Accounting Guides are category ( b) in the hierarchy
of GAAP)5 to reflect the guidance in EITF Issue No. 03-8 (con
sensus positions of the FASB EITF are category (c ) in the hierar
chy of GAAP), requiring a gross-up of a malpractice liability in
accordance with FASB Interpretation No. 39.
AcSEC has discussed issue summaries prepared by the Health
Care Guide Task Force for the project to overhaul the Guide. See
the “On the Horizon” section of this Alert for more information
about that project. Gross versus net presentation of insurance
claims and related insurance recoverables were discussed at the
January 2 5-26, 2005, m eeting. AcSEC m eeting highlights are
available on the AICPA Web site at www.aicpa.org.

Accounting and Disclosure Requirements for Employers—
Medicare Prescription Drug, Improvement and
Modernization Act of 2003
The new Medicare Part D prescription drug benefit went into ef
fect January 1, 2006. Employers and unions that sponsor plans
providing retiree prescription drug coverage may be participants
in the retiree drug subsidy program and qualify for federal sub
sidy payments.
The FASB issued guidance for sponsors that provide prescription
drug benefits on the accounting for the effects of the Medicare
Prescription D rug, Improvement and M odernization Act of
2003. FSP FAS 106-2, A ccounting a n d Disclosure Requirements

Related to the M edicare Prescription Drug, Improvement and M od
ernization Act o f 2003, which superseded FSP FAS 106-1, Ac
cou n tin g a n d D isclosure R equirem ents R elated to the M edicare
Prescription Drug, Im provem ent a nd M odernization Act o f 2003,
5. The proposed FASB Statement, The Hierarchy o f Generally A ccepted A ccounting Prin
ciples, would supersede the hierarchy o f GAAP for nongovernmental entities cur
rently presented in AU sec. 411, The M eaning of P resent Fairly in Conformity With
Generally Accepted Accounting Principles (AICPA, Professional Standards, vol. 1;
and for audits conducted in accordance with Public Company Accounting Oversight
Board (PCAOB) standards: AICPA, PCAOB Standards an d Related Rules).
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generally is effective for the first interim or annual period begin
ning after June 15, 2004. For certain nonpublic entities, it is ef
fective for fiscal years beginning after December 15, 2004. If your
health care industry client is a sponsor of a postretirement health
care plan that provides prescription drug benefits, you should
consider whether the guidance in these FSPs have been appropri
ately applied to account for the effects of the Medicare Prescrip
tion D rug, Improvement and M odernization Act of 2003,
whether any effects of that Act on the accumulated postretire
ment benefit obligation and net periodic postretirement benefit
cost are recognized, if required, and whether the required disclo
sures about the effects of the subsidy have been presented.

Balance Sheet Classification Guidance for Borrowings and CCRCs
Recent PCAOB inspection reports have included comments
about the incorrect application of the guidance in EITF Issue No.
95-22, B alance Sheet Classification o f B orrow ings O utstanding

under R evolving Credit Agreements That Include both a Subjective
Acceleration Clause and a Lock-Box Arrangement. W hen auditing
the balance sheet classification of borrowings under revolving
credit arrangements of your health care organization clients, be
alert for transactions that should be classified as current in accor
dance with the requirements in EITF Issue No. 95-22.
Help Desk—The SEC a n d PCAOB Alert—2005/06 (product
no. 022496kk) has more information about inspection con
cerns noted during recent accounting firm examinations.

The discussion “Com pliance W ith Debt Covenants” in the
“Audit Issues and Developments” section of this Alert discusses
some of the auditing considerations if an entity does not comply
with debt covenants. In this section, accounting guidance for bal
ance sheet classification of borrowings that applies if a debtor vi
olates a debt agreement is discussed.
Accounting guidance for the balance sheet classification of oblig
ations is provided in FASB Statement No. 78, Classification o f
Obligations That Are Callable by the Creditor , an amendment of
Accounting Research Bulletin (ARB) No. 43, Chapter 3A, “Cur
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rent Assets and Current Liabilities,” for long-term obligations
that are or will be callable by a creditor, either because a debtor’s
violation of debt agreement provision at the balance sheet date
makes the obligation callable, or because the violation is not
cured within a grace period. Callable obligations are classified as
current liabilities unless certain conditions are met. Short-term
obligations expected to be refinanced on a long-term basis, in
cluding those callable obligations discussed in FASB Statement
No. 78, are classified according to the requirements of FASB
Statement No. 6, Classification o f Short-term Obligations Expected
to Be Refinanced. EITF Issue No. 86-30, Classification o f Obliga
tions When a Violation Is Waived by the Creditor:, provides classifi
cation guidance for borrowers that violate a debt covenant, and
the creditor waives the right to call the debt.
If you audit continuing care retirement communities (CCRCs),
there has been a recent focus on balance sheet classification re
porting at C C RC s. The A udit and A ccounting Guide Health
Care Organizations provides accounting and reporting guidance
for CCRCs. Historically, CCRCs have reported liabilities associ
ated w ith the refundable portion of entrance fees as long-term
liab ilities and the related deferred revenue as noncurrent.
Briefly, the classification issue is whether FASB Statement No.
78 applies to the refundable portion of entrance fee deposits and
the deferred revenue associated w ith entrance fees. A cSE C ’s
Planning Subcommittee considered this issue for C C R C report
ing w ith Healthcare Expert Panel representatives. You can ob
tain the issue summary, and the Ju ly 15, 2005, correspondence
sent to the FASB for this topic on the AICPA W eb site at
www.aicpa.org/ members/div/ acctstd/expertpanel_healthcare.asp.
The FASB had considered, but decided not to proceed with a pro
ject to provide guidance in an FSP on the balance sheet classifica
tion of the refundable portion of entrance fee deposits and the
deferred revenue associated with entrance fees. Visit the AICPA
Web site at www.aicpa.org/download/members/div/acctstd/comltrs/
Letter_from _FA SB.pdf, to obtain the FASB letter to the
AICPA discussing the decision not to add the C C R C project to
its agenda.
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Securities Lending Transactions
H ealth care organizations are entering into securities lending
agreements. Auditors of nongovernmental health care organiza
tions should consider the guidance in FASB Statement No. 140,

Accounting fo r Transfers and Servicing o f Financial Assets and Extin
guishments o f Liabilities, when auditing securities lending transac
tions. For governmental entities, guidance for securities lending
transactions is provided in GASB Statement No. 28, Accounting

and Financial Reporting fo r Securities Lending Transactions.
Governmental Health Care Organization Accounting and
Reporting for Postemployment Benefits
GASB Statement No. 45, A ccounting and Financial Reporting by
Employers fo r Postemployment Benefits Other Than Pensions, was is
sued in June 2004. GASB Statement No. 45 is effective in three
phases, as described below, based on a government’s total annual
revenues in the first fiscal year ending after June 15, 1999, with ear
lier implementation encouraged. The definitions and cutoff points
for that purpose are the same as those in GASB Statement No. 34:
• Periods beginning after December 15, 2006, for phase 1 gov
ernments (total annual revenues of $100 million or more)
•

Periods beginning after December 15, 2007, for phase 2
governments (total annual revenues o f $10 m illion or
more but less than $ 100 million)

•

Periods beginning after December 15, 2008, for phase 3
governments (total annual revenues of less than $10 million)

Although governmental entities are not yet required to im ple
ment GASB Statement No. 45, your governmental health care
clients may be planning for implementation. For example, clients
may be evaluating whether an actuary should be engaged.
GASB Statement No. 45 addresses the accounting and reporting
of costs and obligations related to OPEB. Other postem ploym ent
benefits are postemployment benefits other than pension benefits,
including postemployment health care benefits. GASB Statement
No. 45 establishes standards for the measurement, recognition,
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and display of OPEB expense and related liabilities (assets), note
disclosures, and RSI in financial reports. GASB Statement No.
45 requires the accounting and reporting of the annual cost of
OPEB, and the outstanding obligations and commitments re
lated to OPEB, in essentially the same manner as is currently re
quired for pensions in GASB Statement No. 27, A ccounting fo r
Pensions by State and Local Governmental Employers. GASB State
ment No. 45 supersedes or amends all other previous authorita
tive guidance on accounting and financial reporting for an
employer's OPEB expense and related information.
The nonauthoritative “Statement 20 Guidance” provided on the
GASB Web site lists FASB Statem ent No. 106, Employers’ Ac
cou n tin g fo r Postretirem ent Benefits Other Than Pensions , FASB
Statem ent No. 112, Employers’ A ccounting fo r Postem ploym ent
Benefits, and FASB Statement No. 132(R), Employers’ Disclosures
about Pensions and Other Postretirement Benefits (revised 2003), an
amendment of FASB Statement No. 106, as FASB Statements
whose applicability will be affected as a result of the issuance of
GASB Statement No. 45.
GASB Statement No. 45 generally provides for prospective im 
plem entation— employers set the beginning net OPEB obliga
tion at zero as of the beginning of the initial year.

Governmental Health Care Organization Credit Risk Disclosures
GASB Statement No. 40, Deposit and Investment Risk Disclosures,
paragraph 7, requires credit quality disclosures. Unless there is in
formation to the contrary, obligations of the U.S. government, or
obligations explicitly guaranteed by the U.S. government, do not
require disclosure of credit quality. GASB Statem ent No. 40,
paragraph 11, requires the disclosure of information about the
concentration of credit risk associated with investments. Invest
ments issued or explicitly guaranteed by the U.S. government,
and investments in mutual funds, external investment pools, and
other pooled investments, are excluded from the requirement.
Government-sponsored enterprise (GSE) investments are subject
to credit risk disclosures, as discussed in item 1.35 in the GASB
C om prehensive Im plem entation Guide— 2005. Common exam55

pies of GSEs are the Federal Farm Credit Banks, Federal Home
Loan Bank System, Freddie Mac (Federal Home Loan Mortgage
Corporation), Fannie Mae (Federal National Mortgage Associa
tion), and Sallie M ae (Student Loan M arketing Association).
Ginnie Mae (Government National Mortgage Association) secu
rities are explicitly guaranteed by the U.S. government.

Regulatory Developments
This section of the Alert provides brief summaries of some of
the regulations issued and regulatory publications released since
the w riting of last year’s Alert that m ay affect your clients in the
health care industry. The “Regulatory Pipeline” discussion in
the “On the Horizon” section of this Alert discusses some pro
posed rules that m ay be relevant to entities in the health care in
dustry. Al so consider the activities o f other regulatory bodies
that m ay relate to your audits. See the “Information Sources”
table at the end of this Alert for a list of some Web sites that can
provide additional inform ation on regulatory developments.
The brief summaries provided in this section of the Alert are for
informational purposes only. Refer to the full text of the regula
tions and other documents that are discussed. You should be
alert for updates, amendments, or other changes to the rules dis
cussed in this Alert, and for other developments related to regu
latory activities.

Securities and Exchange Commission
Help Desk— See the AICPA Audit Risk Alert SEC a n d
PCAOB D evelopm ents—2005/06 (product no. 022496kk) for
a thorough discussion of recent SEC developments.
C ontinuing Disclosure Filings Under SEC
Rule 1 5 c 2 -1 2 — DisclosureUSA

Because of the SEC Rule 15c2-12 (17 C F R 240.15c2-12), issuers
and other obligated persons of most m unicipal securities offer
ings over set dollar amounts make “continuing disclosures” of an
nual financial inform ation and disclosures of certain, specific
“material events.” In the past, issuers and other obligated persons
56

usually have submitted documents with those disclosures in hard
copy format directly to each of the nationally recognized munici
pal securities inform ation repositories (N RM SIRs) and
applicable state information depositories (SIDs).
In 2004, DisclosureUSA.org began operating as an Internet-based
“electronic post office” for those filings. Instead of mailing numer
ous hard copies to NRMSIRs and SIDs, issuers and other oblig
ated persons and their dissemination agents may instead submit
documents in any computer file format to DisclosureUSA.org at
no charge. Those that currently do not wish to file electronic doc
uments may instead file paper documents for a small fee. Disclo
sureUSA.org w ill send the filings to each N R M SIR and
applicable SID. The SEC staff issued an Interpretative Letter au
thorizing the use of DisclosureUSA.org to meet the continuing
disclosure requirements, and encourages that use. The SEC is ex
pected to consider m andating the use of DisclosureUSA for all
Rule 15c2-12 filings.
Help Desk—Instructions for making electronic and paper fil
ings are at www.DisclosureUSA.org. The SEC staff Interpreta
tive Letter is available on the SEC Web site at www.sec.gov/info/
municipal/texasmac090704.pdf. The SEC Office of Munici
pal Securities release “Tips for Making Continuing Disclosure
Filings” is available on the SEC Web site at www.sec.gov/info/
municipal/discfiletips.htm.
Auditors should consider advising their clients that are issuers
and conduit borrowers to consider the use of DisclosureUSA.org
for their SEC Rule 15c2-12 filings. Although DisclosureUSA al
lows the submission of electronic documents in any computer file
format, the NRMSIRs and SIDS convert the files to an Adobe®
Acrobat® Portable D ocum ent Format (PDF) before releasing
them to requesting parties. Auditors should consider recom
m ending to auditees that they subm it their filings to D isclo
sureUSA in PDF to reduce the possibility of subsequent data
corruption. Auditors that help clients produce their financial
statements should consider using PDF. The PDF format also fa
cilitates the security of financial statements and other informa
tion that many entities post on their Internet sites.
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SEC A ntifraud Enforcement Action

The general Audit Risk Alert 2005/06 discussion “Recent Ac
counting Frauds and Errors” notes SEC enforcement cases about
revenue recognition. An SEC enforcement action of interest to
the health care industry is briefly discussed in this section of the
Alert. See SEC Litigation Release No. LR-19455, available on the
SEC Web site at www.sec.gov. The SEC settled an enforcement
action against the former CFO of a subsidiary of a nonprofit hos
pital and health care company for violation of the anti-fraud pro
visions of federal securities laws. The subsidiary’s financial results
were consolidated in financial statements that were included in
various public bond offerings. The SEC alleged the CFO engaged
in a fraudulent scheme to create an appearance of steady earnings
growth, using bogus manual journal entries that overstated oper
ating income and asset value (accounts receivable, fixed assets,
and inventory), and understated liabilities in order to ensure per
formance records met financial targets.
C urrent Accounting Issues

The accounting staff in the SEC Division of Corporation Fi
nance released “Current Accounting and Disclosure Issues in the
Division of Corporation Finance” (updated December 1, 2005),
available on the SEC Web site at www.sec.gov. Among the cur
rent accounting and disclosure issues discussed are:
• Lease accounting and disclosure
• Investments (other than temporary declines in value, gov
ernment-sponsored enterprises, and auction rate securities)
•

Issues associated w ith FASB Statement No. 133 (formal
documentation, financial statement presentation and dis
closure, auditing fair values)

Office of Inspector General
Publications: W ork Plan and Sem iannual Report

The Office of Inspector General (OIG) of H H S investigates and
monitors the Medicare and M edicaid programs. On the H H S
OIG Web site at www.oig.hhs.gov, you can access two publica58

tions that can be helpful in obtaining information about current
projects and investigative activities of the OIG— the OIG Work
Plan Fiscal Year 2006 and the OIG April 1-September 30, 2005
Semiannual Report.
The W ork Plan includes a section with ongoing and proposed
OIG projects planned for CM S. The projects planned for CMS
are presented by categories that include hospitals (Medicare and
Medicaid); home health (Medicare); nursing homes (Medicare);
managed care (Medicare); physicians and other health profession
als (Medicare); M edicaid adm inistration, including upper pay
ment lim it programs; and other services (Medicare and Medicaid).
Some of those projects are presented in the following table.
P roject

Category
Medicare hospitals

• Determine whether hospital and Medicare controls are
adequate to ensure the accuracy of hospital wage data
used to calculate wage indices for the inpatient PPS.
• Review rural inpatient rehabilitation facilities’ (IRF)
patients’ and rural psychiatric hospitals’ patients’ lengths
of stay and cost of services.
• Examine costs associated with new devices and technologies
to determine if reimbursement is appropriate.
• Review outlier payments to psychiatric hospitals and
payments made for interrupted stays.
• Determine the accuracy of Medicare payments for
inpatient rehabilitation stays when patient assessments
are entered late.
• For payments to long-term care hospitals, review the
appropriateness of early discharges to home, interrupted
stays, outlier payments, and payments made under
arrangements to those hospitals.
• Determine whether hospitals properly identify purchase
credits as a separate line in Medicare cost reports.
• Determine whether current Medicare reimbursement
mechanisms appropriately reimburse providers for outlier
payments to hospital departments and community
mental health clinics.
• Determine the extent to which hospitals are submitting
claims for services that should be bundled into
outpatient services.
(continued)

59

P ro ject

C ategory

Medicare home
health

Medicare nursing
homes

Medicaid hospitals

Medicaid
administration

• Examine diagnosis related group (DRG) codes to
determine whether some acute care hospitals exhibit
aberrant coding patterns.
• Evaluate the frequency of outliers and whether they
cluster in certain Home Health Resource Groups or
geographical areas.
• Determine whether home health agencies’ therapy
services met the threshold for higher payments.
• Determine whether skilled nursing facility care provided
to Medicare beneficiaries with consecutive inpatient
stays was medically reasonable and necessary.
• Determine the extent and nature of medically unnecessary
or excessive billing for imaging and laboratory services.
• Determine whether state Medicaid agencies’ methods of
computing inpatient hospital award cost outlier payments
result in reasonable payments.
• Determine whether states are appropriately determining
hospital’s eligibility for Medicaid disproportionate share
hospital payments.
• Determine the extent to which state Medicaid agencies
have contracted with consultants through contingency
fee payment arrangements and the impact of these
arrangements on the submission of questionable or
improper claims.
• Determine how CMS’s 2001 revised regulations have
affected state enhanced payments, focusing on the
amount of Medicaid funding claimed by selected States,
as part of upper payment limit programs, as well as the
use of the funds.

For a summary of the activities of the OIG for the six-month pe
riod ended September 30, 2005, including notable criminal en
forcement actions, civil settlements, and administrative sanctions,
see the OIG April 1-September 30, 2005 Semiannual Report.
Supplem ental Com pliance Program Guidance for Hospitals

The OIG issued “OIG Supplemental Compliance Program Guid
ance for Hospitals,” published in the January 31, 2005, Federal
Register , to supplement prior compliance program guidance for
hospitals issued in 1998. The guidance is available on the OIG
home page at www.oig.hhs.gov/fraud/docs/complianceguidance/
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012705HospSupplementalGuidance.pdf. Section II, “Fraud and
Abuse Risk Areas,” presents the following fraud and abuse risk
areas as particularly relevant to the hospital industry, noting that
the guidance should be used as a starting point for a hospital’s
legal review of its particular practices and for development or re
finement of policies and procedures to reduce or eliminate poten
tial risk:
(A) Submission of Accurate Claims and Information
(B) The Referral Statutes: The Physician Self-Referral Law (the
“Stark” Law) and the Federal Anti-Kickback Statute
(C) Payments to Reduce or Lim it Services: G ainsharing
Arrangements
(D) Emergency Medical Treatment and Labor Act (EMTALA)
(E) Substandard Care
(F) Relationships W ith Federal H ealth Care Beneficiaries
(G) H IPAA Privacy and Security Rules
(H) B illing M edicare or M edicaid Substantially in Excess of
Usual Charges
(I) Areas of General Interest (discounts to uninsured patients,
preventative care services, and professional courtesy)

Centers for Medicare and Medicaid Services
You can find information about the proposed and final rules re
leased by CM S and other CM S activities on the CM S Web site at
www.cms.hhs.gov. M any of the final and proposed rules released
since the writing of last year’s Alert implement the provisions of
the Medicare Prescription Drug, Improvement and Moderniza
tion Act of 2003. CM S has created the Medicare Modernization
Update at www.cms.hhs.gov/MMAUpdate/ to provide informa
tion about CMS efforts to implement the Medicare Prescription
Drug, Improvement and Modernization Act of 2003, including
the Medicare Part D prescription drug benefit program. Begin
ning January 1, 2006, the Part D prescription drug benefit be61

comes effective. The initial enrollment period for Medicare partic
ipants began on November 15, 2005, and continues through M ay
15, 2006. Enrollees contract directly with the insurers that have
also negotiated agreements with CMS to provide Part D prescrip
tion drug coverage. Enrollees can join a Medicare prescription
drug plan, a Medicare Advantage Plan, or other Medicare Health
Plan. You can also find information about CM S demonstration
projects for Medicare pay-for-performance initiatives.
As a reminder, health care organizations are continuing to imple
ment final rules issued in prior years to implement the Adminis
trative Sim plification provisions of HIPAA. Com pliance
deadlines in some circumstances extend through M ay 23, 2008.
In August 2005, it was announced that CM S would not process
non-HIPAA compliant electronic Medicare claims that were sub
m itted for paym ent as of October 1, 2005. Also, CM S estab
lished a new Medicare PPS for inpatient psychiatric facilities to
replace the existing cost-based system. The final rule was pub
lished in the November 15, 2004, Federal Register, and is effective
for cost reporting periods beginning on or after January 1, 2005.
The rule contains an outlier policy and a stop-loss provision to
ensure hospitals avoid significant losses during the transition pe
riod. Freestanding psychiatric hospitals and certified psychiatric
units in general acute care hospitals are included in the PPS.

U.S. Department of Health and Human Services
HHS published the final rule HIPAA Administrative Simplifica
tion: Enforcement, in the February 16, 2006, Federal Register, to
impose civil monetary penalties on entities that violate the rules
adopted by HHS to implement HIPAA Administrative Simplifi
cation provisions. The final rule provides that in the context of
the HIPAA rules, a covered entity generally could be held liable
for a civil monetary penalty based on the actions of any agent act
ing within the scope of the agency. A business associate will often
be an agent of a covered entity. A covered entity that complies
with the HIPAA rules governing business associates will not be
held liable for a business associate’s actions that violate the rules.
If the covered entity does not enter into the requisite arrange
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ments or contracts, or does not take reasonable steps to cure a
breach or end a violation by the business associate, it could be
held liable for the actions of the business associate agent.

Internal Revenue Service
Private A ctivity Bonds

In December 2005, the Internal Revenue Service (IRS) published
final regulations affecting issuers of tax-exempt bonds, amending
sec. 141 of the Internal Revenue Code (IRC), to provide rules on
the application of the private activity bond tests to refunding is
sues. The final regulations apply to bonds sold on or after Febru
ary 17, 2006, and subject to the January 16, 1997 final
regulations relating to the definition of private activity bonds and
related rules. Among other matters, the final regulations provide
that, in general, for the application of the private activity bond
tests, a refunding issue and a prior issue are tested separately under
IRC section 141, and the determination of whether a refunding
issue consists of private activity bonds does not depend on
whether the prior issue consisted of private activity bonds. The
final regulations also amend regulations under IRC sections 145,
149, and 150, by providing rules on certain related matters. Visit
the IRS Web site at www.irs.gov to obtain the final regulations.
Enforcement Project for Com pensation Practices

In 2004, as part of its Tax Exempt Compensation Enforcement
Project, the IRS announced an enforcement effort to identify and
halt abuses by tax-exempt organizations that pay excessive com
pensation and benefits to officers and other insiders. Visit the IRS
Web site at www.irs.gov for the IRS news release announcing this
enforcement effort.
The IRS, seeking information about compensation practices and
procedures, contacted nearly 2,000 charities and foundations.
Particular areas of focus included the compensation of specific of
ficers and various kinds of insider transactions. A December 14,
2005, speech by an IRS Commissioner highlights IRS initiatives
on tax-exempt organization issues, noting the Commissioner ex
pects IRS scrutiny in 2006 of executive loans and a closer look at
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hospital executive com pensation. V isit the IRS Web site at
www.irs.gov to obtain the speech.
Issues o f Interest to Tax-Exempt Organizations Available
on IRS W eb Site

The IRS Web site for tax-exempt organizations at www.irs.gov/eo
was expanded to include a page describing recent testimony of
IRS and U.S. Department of the Treasury officials with issues of
interest to tax-exempt organizations, including the tax-exempt
hospitals and health care organizations.
Revision o f Form 1 0 2 3

The IRS revised Form 1023, “Application for Recognition of Ex
em ption Under Section 501(c)(3) of the Internal Revenue
Code.” The Form 1023 revisions to the specialized schedule for
hospitals were discussed in “W ritten Statement of M ark W. Ever
son, Commissioner of Internal Revenue Before the Committee
on Ways and Means, United States House of Representatives, A
Review of the Tax-Exempt Hospital Sector, M ay 26, 2005.” Visit
the IRS Web site at www.irs.gov, to obtain the Statement and ad
ditional information about Form 1023.

On the Horizon
Auditors should keep abreast of auditing and accounting devel
opments and upcoming guidance that m ay affect their engage
ments. You should check the appropriate standard-setting Web
sites (listed below) for a complete picture of all of the accounting
and auditing projects in progress. The AICPA general Audit Risk
Alert—2005/06 (product no. 022336kk) presents brief informa
tion about selected projects that m ay have a broad interest and
are expected to result in final standards in the near future. Brief
inform ation about projects that are especially relevant to the
health care industry is presented in this Alert.
Remember that exposure drafts are nonauthoritative and cannot
be used as a basis for changing GAAP or GAAS.
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Help Desk— See the AICPA Audit Risk Alert SEC a n d
PCAOB D evelopm ents—2005/06 (product no. 022496kk) for
information about proposed SEC rules and PCAOB auditing
standards on the horizon.

The following table lists the various standard-setting bodies’ Web
sites, where information may be obtained on outstanding expo
sure drafts, including downloading a copy of the exposure draft.
These Web sites contain much more in-depth information about
proposed standards and other projects in the pipeline.
Web Site

Standard-Setting B ody
AICPA Auditing
Standards Board (Note that
for audits of public companies,
the Public Company
Accounting Oversight Board
sets auditing standards.)
Public Company
Accounting Oversight Board
AICPA Accounting
Standards Executive
Committee
Financial Accounting
Standards Board
Governmental Accounting
Standards Board
Professional Ethics
Executive Committee

www.aicpa.org/members/div/auditstd/drafts.htm

www.pcaobus.org
www.aicpa.org/members/div/acctstd/edo/index.htm

www.fasb.org
www.gasb.org
www.aicpa.org/members/div/ethics/index.htm

Accounting Pipeline
Com binations o f N ot-for-Profit Organizations

The FASB plans to issue an exposure draft of its proposed stan
dard on not-for-profit com binations in the second quarter of
2006. In addition to developing standards of accounting and re
porting for the acquisition of another entity by a not-for-profit or
ganization, the not-for-profit organizations combinations project
will provide guidance to assist not-for-profit organizations with
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applying FASB Statement No. 142, Goodwill and Other Intangible
Assets. You can obtain additional information about the status of
this project, including a summary of tentative decisions reached
by the FASB, on the FASB Web site at www.fasb.org. Auditors of
not-for-profit health care organizations will note among the tenta
tive decisions reached at the December 20, 2005, FASB meeting,
a requirement that not-for-profit health care organizations that re
port a performance indicator in accordance with the requirements
in the Audit and Accounting Guide Health Care Organizations ,
present any contribution inherent in a merger or acquisition sepa
rately from the performance indicator, unless the acquired busi
ness or nonprofit activity meets the criteria to be classified as
held-for-sale in paragraph 32 of FASB Statement No. 144, Ac

counting fo r the Impairment or Disposal o f Long-Lived Assets.
The general Audit Risk Alert 2005/06 informs readers about the
FASB’s release in June 2005 of an exposure draft of a proposed
Statem ent, Business C om binations , that w ould replace FASB
Statement No. 141, Business Combinations. That exposure draft
notes that the proposed guidance would not apply to combina
tions between not-for-profit organizations or the acquisition of a
for-profit business by a not-for-profit organization.
Proposed FASB Statem ent, Consolidated F in an cial

Statements, Including Accounting an d Reporting o f
Noncontrolling Interests in Subsidiaries

The general Audit Risk Alert 2005/06 informs readers about the
FASB’s release in June 2005 of an exposure draft of a proposed
Statement, Consolidated Financial Statements, Including Account
in g and Reporting o f N oncontrolling Interests in Subsidiaries , that
would replace ARB No. 51, Consolidated Financial Statements, as
amended. Paragraph 35 of the exposure draft notes that the guid
ance in paragraphs 20 through 34 of the proposed Statement
would not be applied by not-for-profit organizations until inter
pretive guidance related to those paragraphs is issued.
Proposed FASB Statem ent for Fair Value Measurements

The FASB’s exposure draft of a proposed FASB Statement, Fair
Value M easurements , is discussed in the general Audit Risk Alert
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2005/06. On October 21, 2005, the FASB posted a working draft
of the final standards section of the Statement on the FASB Web
site. The working draft has been revised. Proposed guidance in the
working draft (revised 3/15/06) is briefly discussed in this Alert.
The proposed Statement would define fair value and establish a
framework for m easuring fair value under accounting pro
nouncements. Fair value is defined in paragraph 5 of the working
draft as the price that would be received for an asset or paid to
transfer a liability in a transaction between market participants at
the measurement date. As discussed in paragraphs 19 through
21, valuation techniques used to measure fair value would be re
quired to be consistent with the market approach, the income ap
proach, and/or the cost approach. W hen a valuation technique is
used to measure fair value, it should be appropriate in the cir
cumstances and consistently applied. A change in valuation tech
nique is appropriate if the change results in a measurement more
representative of fair value in the circumstances.
The proposed Statement would not require any new fair value mea
surements, but would apply under other accounting pronounce
ments that require fair value measurements. The proposed
Statement would amend a number of existing pronouncements. Ex
panded disclosures would be required, focusing on the inputs used
to measure fair value and the effects of the measurements on income
(or changes in net assets) for the period. To check for the issuance of
a final Statement, visit the FASB Web site at www.fasb.org.
FASB Project— Cash Flow Hedge Accounting

FASB Statement No. 133, A ccounting fo r D erivative Instruments
and H edging Activities, paragraph 29, as amended, describes the
additional criteria that m ust be m et to designate a forecasted
transaction as a hedged transaction in a cash flow hedge.
At the April 19-20, 2005, AcSEC meeting, it was noted that in the
health care industry, there are differences in opinion as to whether
cash flow hedge accounting is appropriate for floating-to-fixed in
terest rate swaps involving auction-rate debt, resulting in diversity
in practice in the application of the cash flow hedge accounting
guidance in paragraph 29. Interest rate swaps involving auction67

rate debt are one of the most common types of derivative transac
tions entered into by not-for-profit health care organizations.
In February 2006, the FASB added a project to its agenda to pro
vide implementation guidance for paragraph 29(h). The imple
mentation guidance would clarify existing guidance as to when the
risk of changes in cash flows attributable to the changes in the des
ignated benchmark interest rate can be designated as the hedged
risk in a cash flow hedge of a variable-rate financial asset or liability
(for example, auction rate notes issued by health care entities).
The April 19-20, 2005, AcSEC meeting highlights are available
on the AICPA Web site at www.aicpa.org. For more information
about this FASB project, visit the FASB Web site at www.fasb.org.
Proposed G ASB Statem ent, Sales an d Pledges o f Receivables

an d Future Revenues

In September 2005, the GASB released an exposure draft of a
proposed GASB Statement, Sales an d Pledges o f Receivables and
Future Revenues. The proposed Statem ent w ould establish ac
counting and reporting standards for transactions where a gov
ernment receives or is entitled to proceeds in exchange for future
cash flows generated by collecting specific receivables or specific
future revenues. The proposed Statement presumes that a trans
action would be reported as a collateralized borrowing, unless
criteria indicating a sale has taken place are met. For collateral
ized borrowing transactions, the receivables or future revenues
would be considered for financial statement purposes as pledged
rather than sold. For sale transactions, the selling government
w ould no longer recognize as assets the receivables sold, and
would remove the individual accounts at their carrying values,
with the difference between proceeds and carrying value recog
nized as a gain or loss. In a sale of future revenues, the selling
government would report the proceeds as revenue or deferred
revenue. The exposure draft proposes disclosures in the notes to
the financial statem ents related to future revenues that are
pledged or sold. For updated inform ation about the exposure
draft, visit the GASB Web site at www.gasb.org.
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Proposed GASB Statement, Accounting an d F in an cial
Reporting fo r Pollution Rem ediation O bligations
In January 2006, the GASB released an exposure draft of a pro
posed GASB Statement, A ccounting an d Financial Reporting fo r
Pollution Remediation Obligations. Once any one of five specified
obligating events occurs, a government would be required to esti
mate the components of expected pollution remediation outlays
and accrue a liability (or capitalize an asset), if appropriate, using
an expected cash flows measurement technique. Certain disclo
sures would be required for recognized pollution remediation lia
bilities and recoveries. For updated inform ation about the
exposure draft, visit the GASB Web site at www.gasb.org.
Proposed GASB Technical Bulletin, Accounting an d
F in an cial Reporting by Employers an d OPEB P lans fo r
Payments from the Federal Government P ursuant to the
Provisions o f M edicare P art D
In February 2006, the GASB released a proposed GASB Techni
cal Bulletin that would clarify the application of existing stan
dards of accounting and financial reporting to payments that an
employer receives from the federal government under the new
Medicare Part D prescription drug benefit went into effect Janu
ary 1, 2006.
Proposed SOP on Accounting by Parent Companies
and Equity Method Investors for Investments in
Investment Companies
AICPA Proposed SOP, Clarification o f the Scope o f the Audit and
Accounting Guide Investment Companies and Accounting by Parent

Companies and Equity M ethod Investors fo r Investments in Invest
m ent Companies, would provide guidance for determining whether
an entity is within the scope of the Audit and Accounting Guide
Investment Companies. An investment company that is within the
scope of that Guide may be (1) a subsidiary of another entity or (2)
an investment of an investor that has the ability to exercise signifi
cant influence over the investment company and applies the equity
method of accounting to its investment in the entity. If so, invest
ment company accounting, the specialized industry accounting
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principles in the Audit and Accounting Guide Investment Compa
nies , should be retained in the financial statements of the parent
company or equity method investor if certain conditions are met.
The proposed SOP provides guidance for determining whether in
vestment company accounting should be retained in the financial
statements of the parent company or the equity method investor.
The exposure draft does not include special provisions for not-forprofit organizations. Not-for-profit organizations would apply the
SOP in the same manner as other entities.
The proposed SOP would require certain disclosures, and would
amend paragraphs 11.10 and 11.17 in the Audit and Accounting
Guide Health Care Organizations. Health care organizations that
are parent companies of, or equity investors in, investment com
panies should be alert for the release of a final SOP, which is ex
pected in the second quarter of 2006.

Overhaul of the Audit and Accounting Guide
Health Care Organizations
The AICPA Health Care Guide Revision Task Force6 is working
on an overhaul of the Audit and Accounting Guide Health Care
Organizations for nongovernmental entities. On the AICPA Web
site at www.aicpa.org/members/div/acctstd/highlights_AcSEC_
healthcare_issues_meetings.asp, excerpts from AcSEC meeting
highlights regarding health care issues discussed in connection
w ith the project are available. Some of the m eeting highlights
about issues, such as malpractice liabilities, charity care, and pa
tient revenues, were previously discussed in this Alert.

Regulatory Pipeline
Certain proposed rules that were released and not final as of the
writing of this Alert, and that may be particularly relevant to the
health care industry, are discussed in this section. You should
refer to the full text of the releases discussed. See the “Informa
tion Sources” table at the end of this Alert for a list of some Web
6. The Health Care Guide Revision Task Force comprises members o f the Healthcare
Expert Panel and others who have significant experience and knowledge in health
care accounting and auditing.
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sites that can provide information about regulatory developments
and updated information about the proposed rules discussed in
this section of the Alert.
Office o f Inspector General

OIG released “Draft OIG Com pliance Program Guidance for
Recipients of PHS Research Awards,” published in the November
28, 2005, Federal Register, for recipients of extramural research
awards from the National Institutes of Health and other agencies
of the U.S. Public Health Service (PHS).
The OIG released the proposed rule “Medicare and State Health
Care Programs: Fraud and Abuse; Safe Harbor for Certain Elec
tronic Prescribing Arrangements Under the A nti-K ickback
Statute,” published in the October 11, 2005, Federal Register, es
tablishing (1) a new Medicare Prescription Drug, Improvement,
and Modernization Act-mandated electronic prescribing safe har
bor, and (2) new safe harbor protection for electronic health
records software and directly-related training services.
The OIG released the proposed rule, “Medicare and State Health
Care Programs: Fraud and Abuse; Safe Harbor for Federally
Q ualified H ealth Centers Under the A nti-K ickback Statute,”
published in the July 1, 2005, Federal Register, establishing stan
dards for a safe harbor that would protect certain remuneration
provided by individuals or entities to certain health centers.
Internal Revenue Service

The IRS released “Standards for Recognition of Tax-Exempt Sta
tus if Private Benefit Exists or If an Applicable Tax-Exempt Orga
nization Has Engaged in Excess Benefit Transactions,” published
in the September 9, 2005, Federal Register, with proposed regula
tions clarifying the substantive requirements for tax exemption
under IRC sec. 501(c)(3). The proposed regulations provide
guidance on factors the IRS w ould consider in determ ining
whether a 501(c)(3) tax-exempt organization that engages in one
or more excess benefit transactions described in IRC section 4958
will continue to be recognized as exempt under section 501(c)(3).
Examples to illustrate the requirement that the exempt organiza
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tion serve a public interest rather than a private interest would be
added under section 501(c)(3).
Securities and Exchange Commission
The SEC released a proposed rule, Executive Compensation and
Related Party Disclosure, that would revise SEC rules governing
disclosure of executive and director compensation, related party
transactions, director independence and other corporate gover
nance matters, and security ownership of officers and directors.
The revisions would apply to disclosures in proxy and informa
tion statements, periodic reports, current reports, and other Secu
rities Exchange Act of 1934 (1934 Act) filings, and to registration
statements filed under the 1934 Act and Securities Act of 1933.

Resource Central
Education courses, Web sites, publications, and other resources
available to CPAs

AICPA Products and Publications
In addition to the AICPA publications already discussed in this
Alert, the following are some of the AICPA products and publi
cations that may also be of interest to auditors of health care or
ganizations. To order these and other AICPA products, receive
information about AICPA activities, and find help on your mem
bership questions, call the AICPA Service Center Operations at
(888) 777-7077.
Checklist an d Illustrative F in an cial Statements fo r
H ealth Care O rganizations

The Checklist and Illustrative Financial Statements fo r Health Care
Organizations is a nonauthoritative financial accounting and report
ing practice aid that is updated annually. The most recent update of
the checklist is the June 2005 edition (product no. 009026kk).
A udit an d Accounting M an u al

T he Audit and A ccounting M anual (revised as of August 1, 2005)
(product no. 005135kk) is a valuable nonauthoritative practice
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tool designed to provide assistance for audit, review, and compila
tion engagements. It contains numerous practice aids, samples,
and illustrations, including audit programs; auditors’ reports;
checklists; and engagement letters, management representation
letters, and confirmation letters.
A uditing Governmental F in an cial Statem ents: Programs
an d Other Practice Aids

The AICPA has developed this nonauthoritative Practice Aid
(product no. 006602kk) for auditors, as a companion to the
Audit and Accounting Guide State a n d Local Governments. Al
though this Practice Aid does not address concerns unique to the
audits of the basic financial statements presented by special-pur
pose governments, you can use it as a “core” tool for those en
gagements.
U nderstanding an d Im plem enting GASB's New F in an cial
Reporting M odel: A Question an d Answer Guide fo r Preparers
an d A uditors o f State an d Local Governmental F in an cial
Statements (Revised E dition)

This nonauthoritative publication (product no. 0 2 2 5 16kk) pro
vides a sum mary of the significant portions of GASB Statement
No. 34 and related GASB publications in a question-and-an
swer format.
A uditing Recipients o f Federal A wards: P ractical Guidance fo r
A pplying OMB C ircular A -133 (th ird edition)

This newly revised and expanded publication (product no.
006621 kk) incorporates the 2003 revision of Government Auditing
Standards and the guidance in the AICPA Audit Guide Government
Auditing Standards and Circular A-133 Audits. With new chapters
and new practice aids, it continues to include a comprehensive case
study that could be used as a staff training tool. The publication
comes with a CD-ROM containing all of the practice aids.
A udit Committee Toolkit: N ot-for-Profit O rganizations

Audit Committee Toolkit: N ot-for-Profit Organizations provides a
comprehensive set of best practices for audit committees of not73

for-profit organizations to help them carry out their responsibil
ities effectively. The toolkit covers governance topics ranging
from increasing the usefulness of the audit committee charter
and hiring the chief audit executive to conducting an executive
session and evaluating independent auditors. It is available
through the AICPA Audit Com m ittee Effectiveness Center at
www.aicpa.org/audcommctr/toolkitsnpo/homepage.htm.
A udit Committee Toolkit: Government O rganizations

Audit Committee Toolkit: Government Organizations covers a vari
ety of governance topics, including conducting an executive ses
sion, discussions to expect from the independent auditor, peer
review of CPA firms, evaluating independent auditors, fraud,
and internal controls. It is available through the AICPA Audit
Committee Effectiveness Center at www.aicpa.org/audcommctr/
toolkitsgovt/homepage.htm.
AICPA RESOURCE
W ith AICPA RESOURCE you can access accounting and audit
ing materials online with the AICPA Library or the AICPA Library
+ FASB Library. You can tailor your subscription by choosing titles
you use most often. An Audit and Accounting Guide set for
Health Care Organizations is available consisting of the Audit and
Accounting Guide Health Care Organizations , Checklist and Illus
trative Financial Statements f o r Health Care Organizations , and
Health Care Industry Developments Audit Risk Alert. Top audit
and accounting guides, checklists, and audit risk alerts are available
as individual subscriptions. To subscribe or to learn more about
AICPA RESOURCE, go online at www.cpa2biz.com.
Education Courses
The AICPA has developed a num ber of CPE courses that are
valuable to CPAs working in the health care industry, m any of
them available for both group study and self study. For more in
formation, call (888) 777-7077.
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O nline CPE

AICPA InfoBytes. AICPA InfoBytes, offered exclusively through
cpa2biz.com, is the AICPA’s flagship online learning product. Di
vided into one- and two-credit courses that are available 24/7,
AICPA InfoBytes offers hundreds of hours of learning in a wide
variety of topics. To register or learn more, visit www.cpa2biz.com.

National Healthcare Industry Conference
The annual AICPA N ational Healthcare Industry Conference
provides up-to-date information on the latest developments in
health care issues. To get information, call (888) 777-7077 or go
online at www.cpa2biz.com.

AICPA Governmental Audit Quality Center
The AICPA Governmental Audit Q uality Center (GAQC) is a
firm-based, voluntary membership center designed to promote
audit quality and provide firms with tools and resources to help
them in their governmental audits. The GAQC’s Internet site,
www.aicpa.org/GAQC, which provides information on member
ship, is a comprehensive tool for members, including news up
dates, information on performing audits under GAS, Circular
A -133, and various federal audit guides, and important product
and educational updates. W hile some of the Internet site is avail
able only to member firms, nonmembers can access a good por
tion of the site, including the latest news and product
information, details on important aspects of performing govern
mental audits, and updates on audit quality issues.

AICPA Hotlines
Accounting and Auditing Technical H otline

The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review services.
Call (888) 777-7077 or visit the AICPA Web site at www.aicpa.org.
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Ethics H otline

Members of the AICPA Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to
the application of the AICPA Code of Professional Conduct. Call
(888) 777-7077. Send email inquiries to ethics@aicpa.org.

American Institute of Certified Public Accountants— Web Site
AICPA Online (www.aicpa.org) is the AICPA's Web site on the
Internet. The site offers users the opportunity to stay abreast of
developments in accounting, auditing, and professional ethics.
AICPA Online resources include professional news, membership
information, state and federal legislative updates, AICPA press re
leases, speeches, exposure drafts, and a list of links to other ac
counting- and finance-related sites. On the AICPA Web site at
www.aicpa.org/members/div/ acctstd/expertpanel_healthcare.asp,
you will find meeting highlights of the AICPA Healthcare Expert
Panel and other information about AICPA activities of interest to
auditors of health care organizations.
O ther H elpful W eb Sites

Further information on matters addressed in this Audit Risk Alert
is available through various publications and services offered by a
number of organizations. Some of those organizations are listed in
the “Information Sources” table at the end of this Alert.
This Audit Risk Alert replaces the Health Care Industry Develop
ments—2004/05 Audit Risk Alert. The Health Care Industry Devel
opments Audit Risk Alert is published annually. As you encounter
audit or industry issues that you believe warrant discussion in next
year's Alert, please feel free to share them with us. Any other com
ments that you have about the Alert would also be appreciated. You
may e-mail these comments to mkasica@aicpa.org or write to:
M aryann Kasica, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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INFORMATION SOURC ES

Web S ite

O rg a n iz a tio n

American Institute of Certified
Public Accountants
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Telephone: (888) 777-7077
(Service Center Operations)
Public Company Accounting Oversight Board
Financial Accounting Standards Board
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659
Governmental Accounting Standards Board
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659
Industry associations:
Healthcare Financial Management Association
The Catholic Health Association
of the United States
Federation of American Hospitals
Centers for Medicare and Medicaid Services
Government Accountability Office
Internal Revenue Service
Municipal Securities Rulemaking Board
National Federation of Municipal Analysts
Securities and Exchange Commission
U.S. Department of Health and Human Services
U.S. Office of Management and Budget
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www.aicpa.org

www.pcaobus.org
www.fasb.org

www.gasb.org

www.hfma.org
www.chausa.org
www.fahs.com
www.cms.hhs.gov
www.gao.gov
www.irs.gov
www.msrb.org
www.nfma.org
www.sec.gov
www.hhs.gov
www.omb.gov

AICPA Member and
Public Information:

www.aicpa.org
AICPA Online Store:

www.cpa2biz.com

ISO C ertified
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